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State and Local Governmental Developments—2013

Notice to Readers
This Audit Risk Alert (alert) replaces State and Local Governmental Developments—2012.
This alert is intended to provide auditors of financial statements of state and
local governments with an overview of recent economic, industry, technical,
regulatory, and professional developments that may affect the audits and other
engagements they perform. This alert also can be used by an entity's internal
management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU-C section
200, Overall Objectives of the Independent Auditor and the Conduct of an Audit
in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards). Other auditing publications have no authoritative status;
however, they may help the auditor understand and apply generally accepted
auditing standards.
In applying the auditing guidance included in an other auditing publication,
the auditor should, using professional judgment, assess the relevance and appropriateness of such guidance to the circumstances of the audit. The auditing
guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on
by a senior technical committee of the AICPA.
Recognition
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Jeffrey Markert, Chair
Patricia Duperron
Michael Fritz
John Gilberto
Carla Gogin
John Good
Ben Kohnle
Lealan Miller
Anita Supinski
The AICPA gratefully acknowledges those members of the Auditing Standards
Board, the AICPA Technical Issues Committee, and the AICPA State and Local
Government Expert Panel, who helped identify the interest areas for inclusion
in this alert.
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Technical Manager
Accounting and Auditing Publications
Laura Hyland
Technical Manager
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Feedback
The Audit Risk Alert State and Local Governmental Developments is published
annually. As you encounter audit or industry issues that you believe warrant
discussion in next year's alert, please feel free to share them with us. Any other
comments you have about the alert also would be appreciated. You may e-mail
these comments to A&APublications@aicpa.org.
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State and Local Governmental Developments—2013

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your state and
local government audits and also can be used by an entity's internal management to identify issues significant to the industry. It also provides information
to assist you in achieving a more robust understanding of the business, economic, and regulatory environments in which your clients operate. This alert
is an important tool to help you identify the significant risks that may result
in the material misstatement of financial statements and delivers information
about current accounting, auditing, and regulatory developments. For developing issues that may have a significant impact on state and local governments
in the near future, the "On the Horizon" section provides information on these
topics, including guidance that either has been issued but is not yet effective
or is in a development stage.
.02 This alert is intended to be used in conjunction with the Audit Risk
Alert General Accounting and Auditing Developments—2012/13 (product nos.
ARAGEN12P, ARAGEN12E, or WGE-XX), which explains important issues
that affect all entities in all industries in the current economic climate. You
should refer to the full text of accounting and auditing pronouncements, as
well as the full text of any rules or publications that are discussed in this
alert.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. Auditors obtain audit evidence to draw reasonable
conclusions on which to base their opinion by performing the following:

r
r

Risk assessment procedures
Further audit procedures that comprise
— tests of controls, when required by generally accepted auditing standards (GAAS) or when the auditor has chosen
to do so
— substantive procedures that include tests of details and
substantive analytical procedures

.04 The auditor should develop an audit plan that includes, among other
things, the nature and extent of planned risk assessment procedures, as determined under AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards). AU-C section 315 defines risk assessment procedures as
the audit procedures performed to obtain an understanding of the entity and
its environment, including the entity's internal control, to identify and assess the risks of material misstatement, whether due to fraud or error, at
the financial statement and relevant assertion levels. As part of obtaining the
required understanding of the entity and its environment, paragraph .12 of
AU-C section 315 states that the auditor should obtain an understanding of
the industry, regulatory, and other external factors, including the applicable
financial reporting framework, relevant to the entity. This alert assists the auditor with this aspect of the risk assessment procedures and further expands
the auditor's understanding of other important considerations relevant to the
audit.

ARA-SLG .04
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Economic and Industry Developments
The Current Economy
.05 When planning and performing audit engagements, an auditor should
understand both the general economic conditions and the specific economic
conditions facing state and local governments. Economic activities relating to
factors such as interest rates, availability of credit, consumer confidence, overall economic expansion or contraction, inflation, and labor market conditions
are likely to have an effect on an entity's business and, therefore, its financial
statements.

Key General Economic Indicators
.06 These following key economic indicators further illustrate the state of
the economy of the United States in early 2013.
.07 The gross domestic product (GDP) measures output of goods and services by labor and property within the United States. It increases as the economy grows and decreases as it slows. According to the Bureau of Economic Analysis, real GDP increased 2.2 percent in 2012 compared with an increase of 1.8
percent in 2011. This increase is primarily the result of positive contributions
from personal consumption expenditures, nonresidential fixed investment, exports, residential fixed investment, and private inventory investment that were
partly offset by negative contributions from federal government spending and
state and local government spending.
.08 On April 5, 2013, the Bureau of Labor Statistics announced that the
number of unemployed persons for March 2013 was 11.7 million, and the unemployment rate was 7.6 percent. In comparison, 12.7 million persons were
unemployed in March 2012 at an unemployment rate of 8.2 percent.
.09 According to the March 20, 2013, press release issued by the Federal
Reserve, first quarter 2013 indicators suggest a return to moderate economic
growth following a pause late last year. Labor market conditions have shown
signs of improvement in recent months, but the unemployment rate remains
elevated. Household spending and business fixed investment have advanced,
and the housing sector has strengthened further, but fiscal policy has become
somewhat more restrictive. Inflation has been running somewhat below the
Federal Reserve's longer-run objective, apart from temporary variations that
largely reflect fluctuations in energy prices. Longer-term inflation expectations
have remained stable.
.10 Consistent with its statutory mandate, the Federal Reserve seeks
to foster maximum employment and price stability. With appropriate policy
accommodation, the Federal Reserve expects economic growth will proceed at a
moderate pace, and the unemployment rate will gradually decline toward levels
that are consistent with its dual mandate. The Federal Reserve anticipates that
inflation over the medium term likely will run at or below its 2 percent objective
and continues to see downside risks to the economic outlook.
.11 To maintain downward pressure on longer-term interest rates, support mortgage markets, and help to make broader financial conditions more
accommodative, the Federal Reserve decided to (a) continue purchasing additional agency mortgage-backed securities at a pace of $40 billion per month
and longer-term Treasury securities at a pace of $45 billion per month and
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(b) maintain its existing policy of reinvesting principal payments from its holdings of agency debt and agency mortgage-backed securities in agency mortgagebacked securities and of rolling over Treasury securities at auction.
.12 To support continued progress toward maximum employment and
price stability, the Federal Reserve expects that a highly accommodative stance
of monetary policy will remain appropriate for a considerable time after the
asset purchase program ends and the economic recovery strengthens. In particular, the Federal Reserve decided to keep the target range for the federal
funds rate at 0.00 percent to 0.25 percent and currently anticipates that this
exceptionally low range for the federal funds rate will be appropriate at least as
long as the unemployment rate remains above 6.50 percent, inflation between
one and two years ahead is projected to be no more than a 0.5 percentage point
above the 2 percent goal, and longer term inflation expectations continue to be
well anchored.

Unprecedented Cuts in State and Local Government Employment
.13 State and local government employment accounts for more than 19
million jobs, or 14 percent, of total employment in the United States. Employment trends in state and local governments are important not only because
of the sheer size of the public sector but also because of its significance to
education, public safety, health care, and human services.
.14 According to The Nelson A Rockefeller Institute of Government's
(Rockefeller Institute's) January 2013 Issue Brief, while private sector employment has been slowly recovering over the past three years, state and local
governments have been shedding jobs almost continuously since 2008. As of
December 2012, for the nation as a whole, private sector employment is down
3.1 percent, or 3.6 million jobs, from the peak level recorded in January 2008.
In contrast, state and local government employment is down 3.4 percent, or
681,000 jobs, from the peak level recorded in August 2008. Only the 1980
downturn, which was accompanied by local property tax revolts, resembled the
current recession in terms of public employment losses.
.15 Overall, local government employment is about two to three times
as large as state government employment in most states and constitutes the
largest number by far of government jobs lost in the current recession. Education jobs account for a little more than half of total government employment
and almost half of total state government employment.
.16 Although state and local government employment has typically been
more stable than private sector employment during and after economic downturns, the current recession has brought unprecedented reductions in state and
local government jobs. The American Recovery and Reinvestment Act (ARRA)
provided enormous aid to state and local governments and helped preserve
hundreds of thousands of state and local government jobs. However, now that
ARRA has ended, the negative effect of the current recession on public employment continues.
.17 Although the Rockefeller Institute has no direct data on the effects of
these jobs cuts on public services, the sharp and prolonged declines in public
employment may reduce the quality and quantity of government services. As
such, auditors should be aware that chronically understaffed finance-related
departments pose a risk to an entity's control structure, which may affect
corresponding audit risk assessments.

ARA-SLG .17
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The State of the States’ Economy
.18 In a March 2013 data alert, the Rockefeller Institute reported that
preliminary data for the fourth quarter of 2012 showed continued growth in
overall state tax collections, including income and sales tax revenues. This
growth in total tax collections was the strongest in the past 6 quarters, mostly
driven by the strong growth in personal income tax collections. Based on data
from 48 early reporting states, in the fourth quarter of 2012,

r
r
r

personal income taxes grew by 10.8 percent.
sales taxes grew by a relatively weak 2.2 percent.
corporate income taxes fell by 4.1 percent.

.19 As cautioned in the Rockefeller Institute's February 2013 State Revenue Report, "Year-end actions by taxpayers to minimize their expected federal
tax liability in light of the 'fiscal cliff' and federal actions to avert the cliff
are likely to boost state income taxes in the October-December quarter and in
the first and second quarters of 2013, lifting state tax revenue in the 2012–13
state fiscal year. However, these year-end actions are likely to depress state
income tax revenue slightly in 2013–14 state fiscal years. . . . States are on a
revenue roller coaster, and there is a bumpy ride ahead."
.20 As explained in the State Revenue Report, despite increases over 11
quarters, or nearly 3 years of continual gains, overall tax collections are still
comparatively weak by recent historical standards. For example, state tax
revenues were 1.4 percent higher in the third quarter than the same quarter
in 2008. However, if the numbers were adjusted for inflation, nationwide tax
receipts show a 4.4 percent decline in the third quarter of 2012 compared with
the same quarter of 2008.
.21 According to the Rockefeller Institute, overall state tax revenues have
been continuously recovering for the past three years. However, state fiscal
revenue recovery continues at a slower and more prolonged pace compared to
historic averages, and it is still far from full recovery.
.22 Local tax collections have been relatively weak by historical standards
over the past three years in part due to the lagging impact of falling housing
prices on property tax collections. Most local governments rely heavily on property taxes, which tend to be relatively stable and respond to property value
declines more slowly than income, sales, and corporate taxes respond to declines in the overall economy. Over the past two decades, property taxes have
consistently made up at least two-thirds of total local tax collections. Local
property tax revenues grew 8.7 percent in nominal terms in the third quarter
of 2012 compared with the same quarter in 2011.
.23 Local sales tax collections increased by 25.8 percent in the third quarter of 2012 in nominal terms. In total, sales taxes represented about 10.4
percent of local tax revenues of that quarter. Collections from local individual
income taxes, a much smaller contributor to local revenues, showed a decline
of 3 percent.

Municipal Rates May Increase Slightly in 2013
.24 As reported in a January 2013 release by The Bond Buyer, municipal
bond interest rates continued their descent, falling to record lows in November
2012. The Bond Buyer 20-year bond index dropped in November to 3.29 percent,
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its lowest level since September 2, 1965. The 20-year bond index is based on
a selection of general obligation bonds maturing in 20 years, with the average
rating of the bonds roughly equivalent to AA.
.25 Among various municipal research analysts, the common prediction is
that 2013 will be different. The big caveat is the supply sensitivity, particularly
in regard to how much municipal supply will be available across the curve and
on the long end. With a fair amount of supply, the muni-to-Treasury ratio can
drive rates and yields higher. Other factors will likely affect 2013 municipal
rates, including effects from the fiscal cliff resolution, as well as events in the
global economy.

Legislative and Regulatory Developments
Potential Securities and Exchange Commission Regulation
of the Municipal Securities Market
.26 At present, the Securities and Exchange Commission's (SEC's) regulatory authority over the municipal market is limited to enforcement of the
antifraud provisions of the federal securities laws. However, the SEC is expected to ask Congress to provide it with much broader authority over the
municipal securities market. If issuers and conduit obligors ever become subject to more comprehensive SEC regulation, there could significant changes in
the municipal securities landscape for both governments and their auditors.
.27 On July 31, 2012, the SEC released a study on the municipal securities market that the SEC could use as a basis for a request to Congress for
extended regulatory authority over the municipal securities market. The report includes a number of potential legislative changes that, if implemented by
Congress, would provide the SEC with additional authority to initiate changes
to improve municipal securities disclosures made by issuers and, in most circumstances, conduit borrowers through regulation. These proposed legislative
changes include

r
r
r
r
r

eliminating the availability of Securities Act of 1933 and Securities Exchange Act of 1934 exemptions for certain private sector
conduit borrowers. Other exemptions, including those for not-forprofit (NFP) entities, would not be eliminated.
authorizing the SEC to establish the form and content of disclosure documents, including official statements.
providing a safe harbor from private liability for forward-looking
statements of repeat municipal issuers that satisfy certain conditions.
permitting the IRS to share information with the SEC that it obtains from returns, audits, and examinations related to municipal
securities offerings, particularly in instances of suspected securities fraud.
providing a mechanism through trustees or other entities to enforce compliance with continuing disclosure agreements and other
obligations of municipal issuers to protect municipal securities
bondholders.

.28 Independent of the SEC's report, Congress has also entered the fray
of the municipal market. The Dodd-Frank Wall Street Reform and Consumer
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Protection Act (Dodd-Frank Act) requires the Government Accountability Office (GAO) to conduct a study that

r
r
r

compares the amount, frequency, and quality of disclosures provided by issuers of municipal securities with the amount and frequency of disclosures provided by SEC registrants, taking into
account the differences between those types of entities.
evaluates the costs and benefits of requiring issuers of municipal
bonds to provide additional financial disclosures for the benefit of
investors.
makes recommendations relating to disclosure requirements for
municipal issuers, including the advisability of the repeal or retention of the Tower Amendment.

.29 The GAO submitted its report to Congress on July 19, 2012. To
conduct this work, the GAO reviewed disclosure rules and compared them
with principles for effective disclosure cited by the SEC and the International Organization of Securities Commissions, surveyed selected experts and
market participants, and interviewed issuers. The study was largely consistent with the finding of the SEC's report. The SEC's report is available at
www.sec.gov/news/studies/2012/munireport073112.pdf. The GAO's report is
available at http://gao.gov/products/GAO-12-698.
.30 Auditors should monitor these matters and be alert for any proposed
developments in this area. To monitor the actions of the SEC related to the
municipal securities market, see www.sec.gov/spotlight/municipalsecurities
.shtml.

Update on Municipal Advisor Definition
.31 The Dodd-Frank Act expanded the Municipal Securities Rulemaking
Board's (MSRB's) jurisdiction to include the regulation of municipal advisors.
The Dodd-Frank Act requires all municipal advisors, broadly defined as including financial advisors, guaranteed investment contract brokers, third-party
marketers, placement agents, solicitors, finders and certain swap advisors that
provide municipal advisory services, to be registered both with the MSRB and
SEC. In September 2010, the SEC followed up with Rule 15Ba2-6T, an interim
final temporary rule that announced the procedure for the interim registration
process in light of the act's October 1, 2010, effective date. Comment letters
on this interim rule identified a lack of clarity about how the definition of municipal advisor would apply to accountants. Concerns have been raised related
to the various services that CPA firms provide for governmental entities (for
example, financial statement audits, consent letters, comfort letters, and so on)
and whether the performance of those services would subject the firms to this
registration process with the SEC. The AICPA has provided comments to the
SEC; see the "Advocacy" section on www.aicpa.org for further details.
.32 In 2012, the SEC extended the sunset date for the interim final temporary Rule 15Ba2-6T to September 30, 2013, as it finalizes its interpretation
of who qualifies as a municipal advisor.
.33 The MSRB has proposed a series of rules that would govern the activities, conduct, and professional qualifications of municipal advisors. However,
these rules have been delayed pending the SEC's final interpretation of the
term. Once the SEC reaches a decision on the definition of municipal advisor,
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the MSRB rule proposals will be amended if necessary and resubmitted to the
SEC for final approval.
.34 Auditors with clients that issue municipal securities will want to follow
this project and any clarifications ultimately made by the SEC with regard to
the municipal advisor definition.

SEC Approves Amendments to Streamline New Issue
Information Requirements
.35 In December 2012, the SEC approved amendments to MSRB Rules
G-32 and G-34 to streamline the process by which underwriters submit data in
connection with primary offerings. The amendments integrate the submission
of data to the New Issue Information Dissemination Service (NIIDS), operated
by the Depository Trust and Clearing Corporation, with the Electronic Municipal Market Access (EMMA) system thereby alleviating the need for duplicate
submissions. In connection with this integration, the MSRB made several other
amendments, including revising deadlines for submission of data to NIIDS. The
effective date for these amendments is May 6, 2013.

Possible Downgrades to General Obligation Bonds
Due to Pension Analysis Changes
.36 In April 2013, Moody's Investor Services announced that it has placed
the general obligation bond ratings of 29 local governments and school districts
on review due to its new methodology for analyzing public pension liabilities.
These possible downgrades represent the rating agency's view that "pension
obligations are a significant source of credit pressure for governments and
warrant a more conservative view of the potential size of the obligation."
.37 In July 2012, the rating agency announced its intent to revamp the
way it views public pension data reported by state and local governments. The
principal adjustments, which are not requirements but are for the evaluation
of pension risk in the context of credit ratings, include

r
r
r
r

allocating multiple-employer cost-sharing plan liabilities to specific government employers based on proportionate shares of total
plan contributions;
adjusting accrued actuarial liabilities based on a high-grade longterm taxable bond index discount rate as of the date of the valuation;
replacing asset smoothing with reported market of fair value as
of the actuarial reporting date; and
amortizing the resulting adjusted new pension liability over 20
years using a level-dollar method to create a measure of annual
burden related to the net pension liability.

.38 These changes have been implemented subsequent to the issuance of
Government Accounting Standards Board (GASB) Statement Nos. 67, Financial Reporting for Pension Plans—an amendment of GASB Statement No. 25,
and 68, Accounting and Financial Reporting for Pensions—an amendment of
GASB Statement No. 27, which are intended to improve financial reporting for
public pension plans.
.39 Downgrades of municipal securities increase the cost of financing
and may constrain future borrowings. For state and local governments with
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significant unfunded pensions, auditors may want to consider the risk and
consequences of a possible municipal downgrade when planning the audit engagement and throughout the audit risk assessment process.

Enhanced EMMA Search Capabilities and Introductory Guide
.40 The MSRB recently announced that EMMA website users can now
more easily locate specific securities and related pricing information among
the universe of 1.2 million outstanding municipal securities. The recent enhancements include the following:

r
r
r
r

Combined filters, which provide the capability to search by a combination of security characteristics, trade details, and types of
continuing disclosures
Sortable results, which provide an interactive grid display and
the ability to search within results
Saved searches, which provide custom access to frequently used
searches
Quick searches based on simple text or Committee on Uniform
Security Identification Procedures-based searches

.41 Also, the MSRB recently published an introductory guide to EMMA
for state and local government issuers of municipal bonds. The online guide introduces state and local government users to the site and explains how the site
can be used to better evaluate their municipal financing options, communicate
with investors, and comply with disclosure rules.
.42 Issuers and obligors are required to file copies of final official statements, as well as information required under continuing disclosure agreements
(typically, annual financial information and notices of significant events), with
the MSRB's EMMA website (www.emma.msrb.org).
.43 An auditor may become aware during a financial statement audit
that a governmental entity has not complied with its continuing disclosure
obligations. In such situations, the auditor may want to assess the entity's
internal control over making the required filings and follow the guidance in
AU-C section 265, Communicating Internal Control Related Matters Identified
in an Audit (AICPA, Professional Standards). In addition, such noncompliance
may also have a material indirect effect on the financial statements, and the
auditor should consider the adequacy of the governmental entity's financial
statement disclosure about the violations and the actions taken to address
them, as well as the effect of nondisclosure on the auditor's report.

Audit Issues and Developments
Audit Risks for Governments
.44 As noted in paragraph .A1 of AU-C section 330, Performing Audit
Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained (AICPA, Professional Standards), some possible audit responses to
significant risks of material misstatement include

r
r
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emphasizing to the audit team the need to maintain professional
skepticism.
assigning more experienced staff or those with specialized skills
or using specialists.

r
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incorporating additional elements of unpredictability in the selection of further audit procedures to be performed.
making general changes to the nature, timing, or extent of audit
procedures (for example, performing substantive procedures at
period-end instead of at an interim date or modifying the nature
of audit procedures to obtain more persuasive audit evidence.

.45 Additionally, given the constant, changing status of economic conditions that could affect the governmental auditee, auditors should consider
modifying audit procedures to ensure that risks are still adequately addressed.
.46 Although it is impossible to predict and include all accounting, auditing, and attestation issues that may affect audit engagements, this alert
covers the primary areas of emphasis. Continue to remain alert to economic,
legislative, and regulatory developments, as well as the associated accounting,
auditing, and attestation issues, as you perform your engagements.

The Auditing Standards Board’s Clarity Project
.47 The goal of the Clarity Project is to make GAAS easier to read, understand, and apply. As the Auditing Standards Board (ASB) redrafted the
standards for clarity, it also converged the standards with the International
Standards on Auditing (ISAs) issued by the International Auditing and Assurance Standards Board.
.48 At this point, auditors should be well on their way to transitioning
to the clarified standards that became effective for periods ending on or after
December 15, 2012. The new requirements may involve planning discussions
with clients, affect interim testing and other fieldwork, and require changes to
the auditor's report.
.49 Although the Clarity Project was not intended to create additional
requirements, some revisions have resulted in substantive changes and primarily clarifying changes that may require auditors to make adjustments in
their practices.
.50 In June 2012, the AICPA issued Statement on Auditing Standards
(SAS) No. 126, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (Redrafted) (AICPA, Professional Standards, AU-C
sec. 570). In January 2013, the AICPA issued SAS No. 127, Omnibus Statement on Auditing Standards—2013, which amended AU-C section 600, Special
Considerations—Audits of Group Financial Statements (Including the Work of
Component Auditors), and AU-C section 800, Special Considerations—Audits
of Financial Statements Prepared in Accordance With Special Purpose Frameworks (AICPA, Professional Standards).
.51 With the issuance of SAS No. 127, the ASB has redrafted all but
one of the auditing sections, which now reflect the ASB's established clarity
drafting conventions. For information on the final clarified auditing standard,
The Auditor's Consideration of the Internal Audit Function in an Audit of
Financial Statements, which will be released as part of the Clarity Project, see
the "On The Horizon" section of this alert.

Substantive Changes
.52 Substantive or other changes are defined as having one or both of the
following characteristics: (a) a change or changes to an audit methodology that
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may require effort to implement or (b) a number of small changes that, although
not individually significant, may affect audit engagements. The following
AU-C sections in AICPA Professional Standards are considered likely to affect
firms' audit methodology and engagements because they contain substantive
changes:

r
r
r
r
r
r
r

AU-C section 250, Consideration of Laws and Regulations in an
Audit of Financial Statements
AU-C section 265
AU-C section 550, Related Parties
AU-C section 600
AU-C section 700, Forming an Opinion and Reporting on Financial Statements
AU-C section 705, Modifications to the Opinion in the Independent
Auditor's Report
AU-C section 706, Emphasis-of-Matter Paragraphs and OtherMatter Paragraphs in the Independent Auditor's Report

Primarily Clarifying Changes
.53 Certain clarified standards address management responsibilities that
may need to be communicated to clients early in the planning stage. Some of
these requirements may already be performed in practice, although not explicitly required by the previous standards. Most notably, certain new requirements shift the timing of requirements from the reporting stage of an audit to
the planning stage. The new requirements in this section may not have a substantial effect but may result in adjustments to the timing and responsibilities
of the auditor and his or her clients and will need to be reviewed by the auditor
to ensure that all requirements have been properly addressed. The following
AU-C sections in AICPA Professional Standards have clarifying changes that
are intended to explicitly state what may have been implicit in the previous
standards that, over time, resulted in diversity in practice:

r
r
r
r
r
r
r
r
r
r
r
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AU-C section 210, Terms of Engagement
AU-C section 220, Quality Control for an Engagement Conducted
in Accordance With Generally Accepted Auditing Standards
AU-C section 402, Audit Considerations Relating to an Entity Using a Service Organization
AU-C section 501, Audit Evidence—Specific Considerations for
Selected Items
AU-C section 505, External Confirmations
AU-C section 510, Opening Balances—Initial Audit Engagements,
Including Reaudit Engagements
AU-C section 620, Using the Work of an Auditor's Specialist
AU-C section 708, Consistency of Financial Statements
AU-C section 800
AU-C section 805, Special Considerations—Audits of Single Financial Statements and Specific Elements, Accounts, or Items of a
Financial Statement
AU-C section 810, Engagements to Report on Summary Financial
Statements

r
r
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AU-C section 905, Alert That Restricts the Use of the Auditor's
Written Communication
AU-C section 910, Financial Statements Prepared in Accordance
With a Financial Reporting Framework Generally Accepted in Another Country

Resources for the Clarity Standards
.54 A wealth of information about the clarity standards is available at
www.aicpa.org/SASClarity. Also, two publications specifically discuss the clarity standards:

r
r

The AICPA Audit Risk Alert Understanding the Clarified Auditing Standards—2012 (product nos. ARACLA12P, ARACLA12E,
or ARACLA12O) identifies the substantive and clarifying changes
in requirements from the Clarity Project and includes a mapping
schedule tracking the extant standards to the clarified standards.
The AICPA Audit Risk Alert Understanding the Responsibilities
of Auditors for Audits of Group Financial Statements—2013 (product nos. ARAGRP13P, ARAGRP13E, or ARAGRPO) provides additional guidance for implementing AU-C section 600.

.55 These publications are available at www.cpa2biz.com. Additionally,
see the "Resource Central" section of this alert for ways to obtain the codified
clarity standards.

Clarity Brings Changes to the Elements of an Auditor’s Report
.56 AU-C section 700 addresses the auditor's responsibility to form an
opinion on the financial statements and the form and content of the auditor's
report issued as a result of an audit of financial statements. For audits of
governmental entities, the objectives of a financial statement audit are often
broader than forming and expressing an opinion on the financial statements.
.57 The captions and related content of the basic elements of the auditor's
report significantly improve its readability, particularly when the audits of
opinion units results in multiple types of opinions. The basic elements (as
applicable) are as follows:
a. A title that includes the word independent
b. An addressee as required by the circumstances of the engagement
c. When applicable, a section with the heading "Report on the Financial Statements" (This heading should be used when the report contains a separate section on other reporting responsibilities, which
is usually the case for reports on state and local government financial statements because they are often accompanied by required
supplementary information, supplementary information, or other
information.)
d. An introductory paragraph that should
i. identify the entity whose financial statements have been
audited;
ii. state that the financial statements have been audited;
iii. identify the title of each statement (and the related notes)
that the financial statements comprise; and
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iv. specify the date or period covered by each financial statement that the financial statements comprise
In a governmental audit, the introductory paragraph of the auditor's report is worded differently than for a commercial entity or a
NFP organization audit because a governmental audit is based on
the concept of opinion units. Chapter 4, "General Auditing Considerations," and paragraphs 14.04–.11 of the AICPA Audit and Accounting Guide State and Local Governments (updated as of March
1, 2013) provide detailed information about opinion units and the
auditor's related audit and reporting responsibilities. Further, the
requirements in AU-C section 700 for the introductory paragraph
are adapted for a state or local government financial statement
audit in the report illustrations contained in chapter 14, "Audit
Reporting," of the guide.
Furthermore, although not specifically related to the Clarity
Project, clarification was added to the 2013 edition of the guide
to point out that it is important for auditors of governmental entities to understand when to refer to basic financial statements or
financial statements in the auditor's report. Because of the nature
of governmental audits, there is an intended distinction for when
each term is used that is often misunderstood by auditors: although
the government prepares basic financial statements as defined by
GASB (see chapter 2, "Financial Reporting," of the guide for a detailed description of the basic financial statements), the auditor
expresses an opinion or disclaims an opinion on each opinion unit.
Therefore, when the term financial statements is used within the
report illustrations, it is generally a reference to the financial statements of each opinion unit, and when basic financial statements
are referred to, it is generally to reference that term as defined by
GASB.
e. A section with the heading "Management's Responsibility for the
Financial Statements"
f. A statement that management is responsible for the preparation
and fair presentation of the financial statements in accordance
with accounting principles generally accepted in the United States
of America (GAAP); this includes the design, implementation, and
maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material
misstatement, whether due to fraud or error
g. A section with the heading "Auditor's Responsibility"
h. A statement that the responsibility of the auditor is to express an
opinion(s) on the financial statements based on the audit
In the audit of a governmental entity, this section should state that
the auditor's responsibility is to express opinions on the financial
statements based on the auditor's audit. However, even though the
auditor's report generally will provide more than one opinion, the
auditor is conducting only one audit. Therefore, this section refers
to only one audit. Note in cases in which there is only one opinion
unit, the reference would then be to opinion rather than opinions.
Modification to this section is necessary when the audit is also
performed under Government Auditing Standards (also referred
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to as the Yellow Book), issued by the Comptroller General of the
United States and when reference is made to work of other auditors.
The illustrative auditor's reports in chapter 14 of the AICPA Audit
and Accounting Guide State and Local Governments (updated as
of March 1, 2013) provide the modifications needed when an audit
is performed under Government Auditing Standards. The AICPA
Audit Guide Government Auditing Standards and Circular A-133
Audits (updated as of February 1, 2013) provides the requirements
and related guidance for Yellow Book audits.
i. A statement that the audit was conducted in accordance with auditing standards generally accepted in the United States of America
j. A statement that those standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether
the financial statements are free from material misstatement
k. A statement that
i. an audit involves performing procedures to obtain audit
evidence about the amounts and disclosures in the financial statements
ii. the procedures selected depend on the auditor's judgment,
including the assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error (In making those risk assessments, the auditor considers internal control relevant to the entity's preparation
and fair presentation of the financial statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the entity's internal control. Accordingly, the auditor expresses no such opinion.)
iii. an audit also includes evaluating the appropriateness of
accounting policies used and the reasonableness of significant accounting estimates made by management, as
well as evaluating the overall presentation of the financial statements
l. A statement regarding whether the auditor believes that the audit
evidence obtained is sufficient and appropriate to provide a basis
for the auditor's opinion(s).
m. A section with the heading "Opinion(s)"
n. An opinion statement regarding whether the financial statements
are fairly presented, in all material respects, in conformity with
the applicable reporting framework
o. The titles of the financial statements identified in the introductory
paragraph of the auditor's report
p. Identification of the applicable reporting framework and its origin (for example, accounting principles generally accepted in the
United States of America)
q. A section with the heading "Other Matters"
This section is intended to include the reporting on required supplementary information (RSI) and supplementary information (SI)
when the auditor is engaged to provide an "in relation to" opinion
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on SI and also when explanatory language will be provided relating to other information (OI) when the auditor is disclaiming an
opinion on the OI. The illustrations in chapter 14 of the AICPA Audit and Accounting Guide State and Local Governments (updated
as of March 1, 2013) provide example language for RSI, SI, and
OI reporting. The caption provided in those illustrations of "Other
Matters" is one way an auditor could title the section. Alternatively,
the auditor could title it "Other Information," "Supplementary and
Other Information," "Supplementary Information," or "Accompanying Information."
i. A section with a subheading "Required Supplementary Information," if RSI accompanies the basic financial statements
ii. A section with a subheading "Other Information," if OI or
SI accompanies the basic financial statements
iii. A description of the other reporting responsibilities, for
example reporting on RSI or SI
r. The signature of the auditor (manual or printed)
s. The auditor's address (city and state)
t. The date of the auditor's report
.58 In cases in which there are opinion modifications, paragraph .17 of
AU-C section 705 requires the auditor to include, in addition to the elements of
the auditor's report specified in AU-C section 700, a paragraph that provides a
description of the matter giving rise to the modification. The paragraph should
be placed before the opinion paragraph and use a heading that includes "Basis
for Qualified Opinion," "Basis for Adverse Opinion," or "Basis for Disclaimer of
Opinion," as appropriate. Even if the auditor has expressed an adverse opinion
or disclaimed an opinion on the financial statements, the auditor should
a. describe in the basis for modification paragraph any other matters
of which the auditor is aware that would have required a modification to the opinion and the related effects and
b. consider the need to describe in an emphasis-of-matter paragraph
or other-matter paragraph(s) regarding any other matters of which
the auditor is aware that would have resulted in additional communications in the auditor's report on the financial statements that
are not modifications of the auditor's report.
.59 In a report for a state or local government, it is very possible that
various types of opinions are given. The illustrations in AU-C section 705 only
reflect one opinion, thus, the illustrations in chapter 14 of the AICPA Audit and
Accounting Guide State and Local Governments (updated as of March 1, 2013)
illustrate the changes that would be made and additional subheadings that
would be added when the auditor has opinion modifications on one or more
opinion units and unmodified opinions on other opinion units. In addition,
the illustrations include an optional table within the report to more clearly
communicate when more than one type of opinion is being issued and the
nature of the opinions issued (that is, unmodified, qualified, or adverse). The
table is not a required element of the auditor's report under AU-C section 700
but is included to illustrate an additional way for the auditor to communicate
that more than one type of opinion is being issued. Its inclusion may assist
users in more easily understanding the report.
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.60 Further, if the auditor disclaims an opinion due to the inability to
obtain sufficient appropriate audit evidence, the auditor should amend various aspects of the report in accordance with AU-C section 705, including the
introductory section, auditor's responsibility section, the basis for modification
discussion, and the opinion. See example A-4 to chapter 14 of the AICPA Audit
and Accounting Guide State and Local Governments (updated as of March 1,
2013), which has a footnote describing the necessary modifications.
.61 Many entities, particularly state governments, issue separate GAAPbased financial statements for the government's departments, agencies, or programs. In these audit engagements, the introductory and opinion paragraphs
of the auditor's report should indicate the department, agency, or program and
also should include an emphasis-of-matter paragraph that indicates the financial statements do not purport to, and do not, present fairly the government's
financial position, changes in financial position, or, when applicable, cash flows.
.62 Chapter 14 of the AICPA Audit and Accounting Guide State and Local
Governments (updated as of March 1, 2013) provides 17 illustrative auditor's
reports, all of which have been revised as a result of the Clarity Project. In
addition, these illustrative reports provide enhanced presentations of auditor's
reports containing multiple types of opinions.

Defining a Component in a Group Audit
of a Governmental Entity
.63 Group audits involve the audit of financial statements that include
the financial information of more than one component (group financial statements). An audit of group financial statements involves identifying the components that are part of the group and considering the effect of the components
on the overall group audit strategy and group audit plan, including the extent
to which the group engagement team will use the work of component auditors.
AU-C section 600 addresses special considerations that apply to group audits, in particular those that involve component auditors. The applicability of
AU-C section 600 depends on whether more than one component is identified,
regardless of whether another auditor is involved. On the other hand, if only
one auditor is responsible for all of the opinion units in the financial reporting
entity and no components are included, the requirements of AU-C section 600
may not apply. In this situation, the group engagement team may conclude
that the financial statements are not group financial statements because there
is only one component—the government itself.

Definition of a Component
.64 A component is an entity or business activity for which group or component management prepares financial information that is required to be included in the group financial statements. A component may include, but is not
limited to, subsidiaries, geographical locations, divisions, investments, products or services, functions, processes, or component units of state or local governments. In applying the definition of a component in a governmental audit,
it is helpful to consider the intent of AU-C section 600, which is to manage
the aggregation risk inherent in the preparation of group financial statements.
Accordingly, the auditor should obtain an understanding of the governmental
entity, how its activities are managed, the governance structures, and how financial information is recorded in the accounting system and aggregated into
the financial statements. The use of fund accounting by itself does not result in
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a component. Fund accounting is a mechanism to demonstrate accountability
with the restrictions on resource inflows.
.65 The term component used in applying the provisions of AU-C section
600 is different from the term component unit as defined by GASB. GASB
defines component units as legally separate organizations for which elected
officials of the government are financially accountable and provides for the
inclusion of these organizations in the basic financial statements of a primary
government as component units, when appropriate. Although a component
unit, as defined by GASB, is likely to meet the definition of a component under
AU-C section 600, the governmental reporting entity may include additional
components because the definition of a component is much broader than the
definition of a component unit.

Components in the Context of Opinion Units
.66 A unique aspect of financial reporting by governmental entities, which
affects the application of AU-C section 600 in a governmental audit, is that the
financial statements often include multiple opinion units which the auditor is
required to report separately thereon based on separate audits performed in
accordance with the respective performance materiality of each opinion unit.
Accordingly, it can be analogized that each opinion unit is equivalent to its
own group and there would likely be no additional requirements under AU-C
section 600 unless the opinion unit contains components or is audited by other
auditors. (See the decision tree in paragraph .56 of this alert.)
Example. A utility fund, which is reported as a major enterprise of a
City, has historically operated on an autonomous basis from the City.
The utility has different management which is accountable to a utility
board. The accounting information for the utility included in the City's
basic financial statements is prepared separately by management of
the utility. Although the utility appears to meet the definition of a
component, there would be no additional procedures required to be
performed under AU-C section 600 because the utility is being audited
as a major fund, and the utility itself does not have any components.
In contrast, if the utility is not a major fund, the requirements of
AU-C section 600 would apply because the utility would be a component of the aggregate remaining fund information. In this situation, the group auditor would establish component materiality for the
utility and perform audit procedures based on the significance of the
component (utility) and the assessed risk of material misstatement in
relation to the group (aggregate remaining fund information).
.67 The financial statements of the governmental and business-type activities would not normally need to be considered when identifying components.
These financial statements are formed by combining the financial statements
of the underlying major funds and aggregate remaining fund information, all
of which are separate opinion units for which the auditor expresses separate
opinions. Accordingly, there would be no additional procedures to be performed
under AU-C section 600. Audit procedures on the required reconciliations (for
example, procedures on the reconciling items for capital assets and long-term
debt) should be performed using the performance materiality of the respective
opinion units.
.68 If an opinion unit, or component thereof, is audited by another auditor,
and the other auditor's work on the financial information will be used as audit
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evidence for the group audit, the opinion unit or the component unit would be
considered a component under AU-C section 600, and the group auditor should
follow the AU-C section 600 guidance related to component auditors.
.69 Opinion units that commonly have more than one component include
the aggregate remaining fund information and aggregate discretely presented
component units. The aggregate remaining fund information often includes
pension trust funds, investment trust funds, and similar activities for which
there is a separate governance structure (board), management, and accounting for the different activities. Similarly, the aggregate discretely presented
component units often have more than one component unit. Each component
unit, by definition, is legally separate and usually has a separate governance
structure.
Applying AU-C Section 600 in Audits of Governmental Entities

Do any opinion units contain
more than one component
(excluding government-wide
financial statements)?

Yes

AU-C section 600
applies

Yes

AU-C section 600
applies

No
Is any opinion unit audited by
other auditors whose work will
be used as audit evidence for the
group audit?
No

No additional audit procedures
under AU-C section 600

Identifying Components in State and Local Governments Group Audits
.70 Auditors may consider the following factors when identifying components for state and local governments:

r
r
r
r
r

Governance, legal, and management structures
Decentralization of operations
Outsourcing of operations
Nature of activities and uniqueness of relationship to the entity
Control environment

.71 AU-C section 600 always applies if the governmental entity has an
equity method investment or when a component of the entity is audited by other
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auditors. The other factors described previously require the use of professional
judgment in identifying components in audits of governmental entities and the
application of AU-C section 600.

Deciding to Act as Auditor of Group Financial Statements
.72 The group engagement partner decides to act as the auditor of the
group financial statements and report as such on the group financial statements
upon evaluating whether the group engagement team will be able to obtain
sufficient appropriate audit evidence through the group engagement team's
work or use of the work of component auditors. Relevant factors in making this
determination include, among other things, the

r
r
r

individual financial significance of the components for which the
auditor of the group financial statements will be assuming responsibility,
extent to which significant risks of material misstatements of the
group financial statements are included in the components for
which the auditor of the group financial statements will be assuming responsibility, and
extent of the group engagement team's knowledge of the overall
financial statements.

.73 In audits of state and local governments, additional factors to consider
include

r
r

engagement by the primary government as the auditor of the
financial reporting entity and
responsibility for auditing the primary government's general fund
(or other primary operating fund).

Understanding With Component Auditors
.74 Regardless of whether reference will be made in the auditor's report on
the group financial statements to the audit of a component auditor, the group
engagement team should obtain an understanding of

r
r
r
r

whether a component auditor understands and will comply with
the ethical requirements that a component auditor's professional
competence;
the extent, if any, to which the group engagement team will be
able to be involved in the work of the component auditor;
whether the group engagement team will be able to obtain information affecting the consolidation process from a component
auditor;
whether a component auditor operates in a regulatory environment that actively oversees auditors.

.75 When the group engagement team has serious concerns about the
professional competence of the component auditor or the component auditor
does not meet the independence requirements that are relevant to the group
audit, the group auditor cannot use the work of the other auditors or make
reference to the other auditors in his or her report. This requirement may
have significant implications in audit of governments because of the potentially
separate legal status and governance structure of entities included within the
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reporting entity and the inability of group management to control or influence
the contracting relationship between component management and component
auditors. In these cases, the group auditor may not have the ability to step in
and perform the necessary audit work for the component, resulting in a scope
limitation.

Making Reference to Component Auditors
.76 After gaining an understanding of each component auditor, the group
engagement partner should decide whether to make reference to a component
auditor in the auditor's report on the group financial statements. AU-C section 600 has a number of requirements in order for the group auditor to make
reference and, thus, should be consulted carefully when making such a determination.
.77 AU-C section 600 discusses a reporting scenario when a component's
financial statements are prepared on a different financial reporting framework
form than was used for the group financial statements. It is important to note
that the GASB financial reporting framework allows certain nongovernmental
component units, such as foundations, that report under the Financial Accounting Standards Board (FASB) financial reporting framework, to be incorporated
into the reporting entity's financial statements. GASB does not have a requirement to change the recognition, measurement, or disclosure standards
applied in a nongovernmental component unit's separate financial statements.
In these circumstances, the group auditor may make reference to the audit of
a component auditor.

Communications Between Group and Component Auditors
.78 AU-C section 600 requires timely communication between the group
engagement team and the component auditor of certain specific items and also
requires that the communications about the group engagement team's requirements be documented in writing. Effective two-way communication between
the group and component auditors is fundamental to an effective group audit.
In the past, effective two-way communication has been challenging for auditors
of governmental entities due to the numerous auditors involved, the competitive selection process, and various governance structures. If effective two-way
communication does not exist between the group engagement team and the
component auditor, a risk exists that the group engagement team may not
obtain sufficient appropriate audit evidence.
.79 Auditors involved in a group audit should carefully consult AU-C
section 600. Please also note the discussion of engagement letter considerations
for group audit engagements later in this alert.

Auditor Involvement in Municipal Securities Filings
.80 Because there is no SEC requirement for auditor involvement with
governmental official statements, an auditor generally is not required to participate in, or undertake any procedures with respect to, a government's official
statement. However, the auditor may become involved in the following activities with respect to the official statement:1
1
Some auditors require that they become involved with a government's official statements even
though the conditions described in this paragraph establishing involvement would not otherwise
exist.
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Assisting in preparing the financial information2 included in the
official statement
Reviewing a draft of the official statement at the government's
request
Signing (either manually or electronically) the independent auditor's report for inclusion in a specific official statement3
Providing written agreement (for example, through a consent letter or signed authorization form) for the use of the independent
auditor's report in a specific official statement
Providing a revised independent auditor's report4 for inclusion in
a specific official statement
Issuing a comfort letter, as described in paragraph .12 of AU-C
section 920, Letters for Underwriters and Certain Other Requesting Parties (AICPA, Professional Standards), or an attestation
engagement report in lieu of a comfort or similar letter on information included in the official statement
Issuing a report on an attestation engagement relating to the debt
offering

.81 Although AU-C section 720, Other Information in Documents Containing Audited Financial Statements (AICPA, Professional Standards), addresses
auditor responsibilities with respect to other information contained in documents such as annual reports, paragraph .02 of AU-C section 720 states that it
may be applied, adapted as necessary in the circumstances, to other documents
to which the auditor devotes attention. Therefore, if the auditor is involved
with an official statement, the guidance in AU-C section 720 may be applied.
Chapters 4 and 14 of the AICPA Audit and Accounting Guide State and Local
Governments (updated as of March 1, 2013) further discuss the requirements
and guidance contained within AU-C section 720.
.82 If the guidance in AU-C section 720 is applied, the auditor should
communicate the auditor's responsibility for other information in a document
containing audited financial statements, any procedures performed, and the
results. That requirement pertains to the financial statements currently being
issued and, thus, would not apply retroactively to official statements. However,
that communication could supply that information for official statements issued
during the current audit period and through the auditor's report date, whether
or not the auditor was involved with those official statements.
.83 The auditor is not required to participate in, or undertake any procedures with respect to, a government's continuing disclosure documents, even
though they may include audited financial statements because a government's
2
For the purpose of this requirement, financial information does not include the financial
statements covered by the auditor's opinion or the required supplementary information (RSI) or
supplementary information other than RSI accompanying those financial statements that the auditor
already considered during his or her audit of the financial statements.
3
This situation involves an original manual or electronic signature on the auditor's report, not
a reproduction of an auditor's report that was manually or electronically signed. For example, the
underwriter or bond counsel may require a copy of the auditor's report with an original manual or
electronic signature to file with the official closing documents for the offering.
4
A revised report would, for example, eliminate the references made by the auditor in the
original report to (a) supplementary information that the auditor reported on in relation to the basic
financial statements or (b) the audit and reports required by Government Auditing Standards (also
referred to as the Yellow Book), issued by the Comptroller General of the United States.
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continuing disclosures are not required to be submitted to or disseminated from
the distributing organizations as a single document. Any attention the auditor devotes to other information included with audited financial statements in
continuing disclosure documents at the government's request should be considered a consulting engagement under the provisions of the AICPA Statement
on Standards for Consulting Services No. 1, Consulting Services: Definitions
and Standards (AICPA, Professional Standards, CS sec. 100).

Auditor-Established Involvement
.84 Although an auditor is not required to become involved with a government's official statements, some auditors include a provision in the terms
of the engagement requiring the government to obtain permission from the
auditor before using the independent auditor's report in the official statement.
Such a provision may be used by the auditor to establish a requirement that
the auditor become involved with the government's official statements when
the government requests the required permission from the auditor.

Clarification in the Official Statement When There Is No
Auditor Involvement
.85 When the auditor and client agree not to include a provision in the
terms of the engagement that would require auditor involvement, the auditor
may include in the terms of the engagement a requirement that any official
statements issued by the government with which the auditor is not involved
clearly indicate the auditor is not involved with the contents of such official
statements. Such a disclosure could read as follows:
[Name of firm], our independent auditor, has not been engaged to
perform and has not performed, since the date of its report included
herein, any procedures on the financial statements addressed in that
report. [Name of firm] also has not performed any procedures relating
to this official statement.

Using Government Auditing Standards Reports and References
in the Official Statement
.86 If the auditor is involved with a government's official statements, the
auditor should consider which auditor's reports the government presents in the
official statement. It is generally is advisable for the official statements to use
an auditor's report on the financial statements that does not refer to the Government Auditing Standards audit or to those separate reports because those
references, without the presentation of the reports in the official statements,
could confuse the users of the official statement.
.87 Chapter 16, "Auditor Involvement With Municipal Securities Filings,"
of the AICPA Audit and Accounting Guide State and Local Governments (updated as of March 1, 2013) provides additional guidance on auditor involvement
with municipal securities filings.

Going Concern Considerations in Audits of Governmental Entities
Recent Municipal Bankruptcies
.88 According to State Budget Solutions, cities and other municipalities
falling on hard financial times is nothing new, but it is rare that a governmental entity files for bankruptcy as a way of addressing massive debts. Out
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of nearly 89,500 municipalities in the country, only 239 municipalities filed
bankruptcy between 1980 and 2010. Recently, a number of high profile municipal bankruptcy cases are increasing visibility of municipal bankruptcies.
Whether this is the start of a larger trend remains to be seen, but it is clear that
the stresses that can produce the drastic step of filing for bankruptcy protection
are currently affecting many municipalities.
.89 Municipal bankruptcy is an incredibly complicated process, and eligibility, procedures, and results differ based on the location of the municipality,
where the proceedings occur, and for what purpose. Chapter 9 of the U.S.
Bankruptcy Code provides for the financial reorganization of municipalities,
including cities, towns, villages, counties, taxing districts, municipal utilities,
and school districts, facing a backlog of unpaid bills. Chapter 9 permits both
general municipalities (issuers of general obligation bonds serviced by tax revenue) and certain quasi-governmental municipal authorities (issuers of special
obligation bonds serviced by project revenue) to reorganize debts. Although
federal law governs Chapter 9 bankruptcy, state law significantly affects the
eligibility of municipalities to file for Chapter 9 bankruptcy and the related
proceedings.
.90 The purpose of filing Chapter 9 bankruptcy is to provide a financially
distressed government body protection from its creditors while it reorganizes to
make itself more fiscally stable. Reorganization of debts extends debt maturities and reduces the amount of principal debt or interest on the debt, refinances
the debt by obtaining a new loan, or both. Chapter 9 is similar to Chapter 11,
which is applicable to most private companies, except banks and insurance
companies, in that both provide for a mechanism of restructuring obligations
under the protection of the bankruptcy court's automatic stay. This automatic
stay allows municipalities to work out their finances without incurring additional debt or interest on outstanding loans.
.91 States are constitutionally recognized sovereigns. Therefore,
bankruptcy is not a legal option for state governments, although it is an
option for political subdivisions of state government. As defined by the U.S.
Bankruptcy Code, a municipality is a political subdivision or public instrumentality of a state. Because municipalities are independent entities from
state government, they are eligible for Chapter 9 filings under federal law.
Importantly, though, municipal law cannot contradict state law. In Municipal
Bankruptcy and the Role of the States, the National Association of State Budget Officers cites a paper published by the American Bankruptcy Institute that
lays out five eligibility criteria for municipal bankruptcy:
1. The municipality must have specific authority to file for Chapter 9
bankruptcy from the state.
2. The municipality must be insolvent.
3. The municipality must prove its desire to adopt a plan to adjust its
debt.
4. The municipality must satisfy at least one of four specified conditions to demonstrate that it has obtained or tried to obtain an
agreement with its creditors, that it is not feasible to negotiate
with its creditors holding at least the majority of the claims in each
class that the entity intends to impair under its debt adjustment
plan, or that it has reason to believe its creditors might attempt to
obtain preferential payment or transfer of the entity's assets.
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5. The municipality must show that it has filed for bankruptcy in good
faith.
.92 Municipalities do have the autonomous power to file for bankruptcy
without state involvement. Although municipalities generally handle bankruptcy proceedings without state interference, state law governs whether municipalities may file for bankruptcy at all.
.93 Twenty-four states authorize or conditionally authorize municipal
bankruptcy, three states grant limited authorization, and two states prohibit
municipalities from filing for Chapter 9 bankruptcy. Twenty-one states provide
no specific authorization regarding municipal bankruptcy at all. Municipalities
in the states lacking authorization are not eligible to file.
.94 Regarding the second criterion, as defined by the U.S. Bankruptcy
Code, a municipality is insolvent when it is "generally not paying its debts as
they become due unless such debts are the subject of a bona fide dispute; or
unable to pay its debts as they become due." This definition is unique to municipalities. Sovereignty keeps governments from becoming insolvent per se;
they are instead considered "in default" when they cannot pay even interest
obligations. The sovereignty of governments also prevents creditors from seizing government assets, as they do in other forms of bankruptcy. In Chapter 9
proceedings, reorganization is not a seizure, but rather a refinancing process.
.95 GASB Statement No. 58, Accounting and Financial Reporting for
Chapter 9 Bankruptcies, provides accounting and reporting guidance for governments that have petitioned for protection from creditors by filing for
bankruptcy under Chapter 9 of the U.S. Bankruptcy Code. GASB Statement
No. 58 requires governments to remeasure liabilities based on the terms specified in the plan of adjustment confirmed by the court. For a government that
is not expected to emerge from bankruptcy as a going concern, the statement
requires remeasurement of its assets to the value that represents the amount
expected to be received as of the date of the confirmation of the plan of adjustment. Any gains or losses resulting from remeasurement are required to be reported as extraordinary items, and any costs directly related to the bankruptcy
proceedings are required to be reported as expenses or expenditures when incurred. A number of disclosures related to the conditions or events giving rise
to the bankruptcy, their expected or known effects, and the significance of such
conditions or events on levels or service and operations are required to be disclosed for governments that have filed for bankruptcy. Additional disclosures
are required related to the possible termination of the government and how a
copy of the plan of adjustment may be obtained.

GASB Statement No. 56 Going Concern Disclosures
.96 Under GASB Statement No. 56, Codification of Accounting and Financial Reporting Guidance Contained in the AICPA Statements on Auditing
Standards, governments have a responsibility to evaluate whether there is substantial doubt about their ability to continue as a going concern for 12 months
beyond the financial statement date. In appendix B of GASB Statement No.
56, GASB clarifies that evaluations should not be performed on reporting units
that constitute less than a legally separate entity. If there is information that
is currently known to the government that may raise substantial doubt shortly
after this 12-month period (for example, within an additional 3 months), it
also should be considered. Continuation of a legally separate governmental
entity as a going concern is assumed in financial reporting in the absence of
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significant information to the contrary. Information that may significantly contradict the going concern assumption would relate to the following:

r
r
r

A governmental entity's inability to continue to meet its obligations as they become due without substantial disposition of assets
outside the ordinary course of governmental operations
Restructuring of debt
Submission to the oversight of a separate fiscal assistance authority or financial review board or similar actions

.97 Indicators that there may be substantial doubt about a governmental
entity's ability to continue as a going concern, as stated in GASB Statement
No. 56, include the following:

r
r

r
r

Negative trends. Recurring periods in which expenses and expenditures significantly exceed revenues, recurring unsubsidized operating losses in business-type activities, consistent working capital deficiencies, continuing negative operating cash flows from
business-type activities, or adverse key financial ratios.
Other indications of possible financial difficulties. Default on
bonds, loans or similar agreements, proximity to debt and tax
limitations, denial of usual trade credit from suppliers, restructuring of debt (other than refundings), noncompliance with statutory
capital or reserve requirements, or the need to seek new sources
or methods of financing or to dispose of substantial assets.
Internal matters. Work stoppages or other labor difficulties, substantial dependence on the success of a particular project or
program, uneconomic long-term commitments (burdensome labor
contracts, for example), or the need to significantly revise operations.
External matters. Legal proceedings, legislation, or similar matters that might jeopardize intergovernmental revenues and the
fiscal sustainability of key governmental programs; loss of a critical license or patent for a business-type activity; loss of a principal customer, taxpayer, or supplier; or uninsured or underinsured
catastrophe, such as a drought, earthquake, or flood.

.98 Additional specific examples of conditions or events that may indicate
substantial doubt about a government's ability to continue as a going concern
are as follows:

r
r
r
r
r
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Continuing significant fund balance or net position deficits or a
pattern of annual operating deficits
Extremely high estimated liability for actual or incurred-but-notreported claims for uninsured risks, including large adverse legal
decisions or settlements
Higher anticipated costs on construction and similar long-term
projects than the entity can reasonably finance given current economic conditions
Burdensome pension plan or other postemployment benefit obligations combined with diminishing revenues
Potential for large tax refunds because of, for example, taxpayers'
challenges

r
r
r
r
r
r
r
r
r
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Declining tax or other revenue base because of, for example, property value reassessments, competitive changes (such as consumer
choice for electric utility services), or a recessionary economy
Unwillingness of government officials to pay legally incurred liabilities
Unwillingness of other governments to continue funding programs at existing levels
Large investment losses
Bond rating lowered below investment grade
Debt covenant violations
Excessive use of short-term borrowing to reduce cash shortages,
including tax and revenue anticipation notes
Long-term borrowing to eliminate deficits or to meet current operating needs
Increased borrowings from component units that are not expected
to be repaid within a reasonable period of time

.99 In all cases, GASB Statement No. 56 states that the effect of the
governmental environment should be considered when evaluating the indicators. For example, the taxing power and borrowing capabilities of governments
together with the constant demand for the provision of public services are factors that may diminish the possibility that a government would be unable to
continue as a going concern. GASB Statement No. 56 also states that some
conditions or situations identified in the aforementioned indicators should be
assessed differently for governments. For example, recurring operating losses
are commonplace for some business-type activities, such as transit operations
or governmental health care organizations. However, quality-of-life considerations and the health and welfare needs and interests of the citizenry may
create compelling incentives for those operations to be subsidized to the extent
necessary by another governmental entity.
.100 GASB Statement No. 56 identifies several required note disclosures
if a government determines there is substantial doubt about its ability to continue as a going concern. The notes to the financial statements should include
disclosure of the following, as appropriate:

r
r
r
r
r
r

Pertinent conditions and events giving rise to the assessment of
substantial doubt about the government's ability to continue as a
going concern for a reasonable period of time
Possible effects of such conditions and events
Government officials' evaluation of the significance of those conditions and events and any mitigating factors
Possible discontinuance of operations
Government officials' plans (including relevant prospective financial information)
Information about the recoverability or classification of recorded
asset amounts or the amounts or classification of liabilities

.101 In addition, paragraph 11(h) of GASB Statement No. 34, Basic Financial Statements—and Management's Discussion and Analysis—for State
and Local Governments, requires a discussion in management's discussion and
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analysis (MD&A) of currently known facts, decisions, or conditions that are
expected to have a significant effect on the government's financial position
or results of operations. It may be necessary to include a discussion of going
concern issues in the MD&A, depending on the facts and circumstances.

Auditor Requirements Related to Going Concern
.102 As stated in AU-C section 570, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards), the auditor has a responsibility to evaluate the government's ability
to continue as a going concern for a reasonable period of time, not to exceed
one year beyond the date of the financial statements being audited.5 The auditor's evaluation is based on the auditor's knowledge of relevant conditions or
events that exist at, or have occurred prior to, the date of the auditor's report.
Information about such conditions or events is obtained from the application
of auditing procedures planned and performed to achieve audit objectives that
are related to management's assertions embodied in the financial statements
being audited, including assertions required by GASB Statement No. 56. AU-C
section 570 provides guidance to the auditor on (a) the adequacy of financial
statement disclosure, (b) the need to modify the auditor's report, and (c) audit
documentation concerning the auditor's going concern evaluation. Additionally,
AU-C section 570 states that, ordinarily, information that significantly contradicts the going concern assumption relates to the entity's inability to continue
to meet its obligations as they become due without substantial disposition of
assets outside the ordinary course of business, restructuring of debt, externally
forced revisions of its operations, or similar actions.
.103 AU-C section 570 also indicates that if, after considering the identified conditions and events in the aggregate, the auditor believes there is
substantial doubt about the ability of the entity to continue as a going concern
for a reasonable period of time, the auditor should obtain information about
management's plans that are intended to mitigate the adverse effects of the
conditions and events. The auditor should assess whether it is likely that the
adverse effects will be mitigated for a reasonable period of time and that such
plans can be effectively implemented. The auditor should identify those elements of management's plans that are particularly significant to overcoming
the adverse effects of the conditions or events and plan and perform procedures
to obtain audit evidence about them, including, when applicable, considering
the adequacy of support regarding the ability to obtain additional financing
or the planned disposal of assets. Additionally, the auditor should evaluate
whether the government entity's going concern assessment complies with the
requirements of GASB Statement No. 56 and then evaluate whether it provides additional appropriate evidence regarding management's going concern
assertion.
.104 In a governmental audit, the auditor also should consider whether
other governments have a legal or moral responsibility to subsidize or otherwise
provide financial support to the government being audited. Those subsidies
could affect the auditor's evaluation of the likelihood that the government
being audited might, for example, default on debt or be unable to meet pension
5
Government Accounting Standards Board (GASB) Statement No. 56, Codification of Accounting and Financial Reporting Guidance Contained in the AICPA Statements on Auditing Standards,
requires governments to consider information currently known to them that may raise substantial
doubt shortly after such 12-month period (an additional 3 months).
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costs or other obligations, support activities that are incurring large deficits,
or support present operating levels.
.105 The auditor should evaluate whether conditions or events that indicate there could be substantial doubt about the government's ability to continue
as a going concern, such as those described previously, were noted during the
audit up to the date of the auditor's report. In addition to standard audit procedures that may identify such conditions and events, procedures that are unique
or significant in government may include the following:

r
r
r
r

Reviewing compliance with the terms of debt, loan, and grant
agreements
Reading minutes of meetings of the governing board or any other
administrative board with management oversight
Confirming with related and third parties the details of arrangements to provide or maintain financial support
Reviewing correspondence from rating agencies for any adverse
downgrade of the entity's overall credit rating or that of any specific bond issue

.106 See AU-C section 570 for additional guidance on the effect of the
auditor's consideration of going concern on the financial statements, the notes
to the financial statements, the auditor's report, and audit documentation.

Disclosure of Troubling Indicators in an Emphasis-of-Matter Paragraph
.107 There may be circumstances in which a governmental entity has disclosed certain condition(s) or event(s) in the financial statements (such as fund
balance or net position deficits, violations of debt covenants, or default on bonds)
that are indicators of substantial doubt of the government's ability to continue
as a going concern, but collectively the indicator(s) do not meet the criteria for
a going concern under GASB Statement No. 56. However, these indicator(s)
could significantly curtail the government's ability to continue providing public services at the current level. Paragraph .05 of AU-C section 706 provides
that an emphasis-of-matter paragraph may be included in the auditor's report,
at the auditor's discretion, that refers to a matter appropriately presented or
disclosed in the financial statements that, in the auditor's professional judgment, is of such importance that it is fundamental to users' understanding of
the financial statements. Depending on the facts and circumstances, when the
government does not meet the criteria for a going concern but the indicators
could significantly curtail the government's ability to continue providing public services at the current level, an emphasis-of-matter paragraph may assist
those users in understanding the financial position of the government entity.

Practice Tips for State and Local Government Audit
Engagement Letters
.108 Agreeing upon the terms of the audit engagement with management of the auditee reduces the risk of misunderstanding about the respective
responsibilities of management and the auditor.
.109 The agreed upon terms of the audit engagement, as defined in AU-C
section 210 should be documented in an engagement letter or other suitable
form of written agreement and include the following:
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a. The objective and scope of the audit of the financial statements of
the reporting entity (for example, the basic financial statements
with accompanying RSI; the comprehensive annual financial report; or the financial statements of the primary government or of a
component unit, department, agency, program, or individual fund)
b. The responsibilities of the auditor, including responsibility for RSI
and SI
c. The responsibilities of management
d. A statement that because of the inherent limitations of an audit,
together with the inherent limitations of internal control, an unavoidable risk exists that some material misstatements may not be
detected, even though the audit is properly planned and performed
in accordance with GAAS
e. Identification of the applicable financial reporting framework for
the preparation of the financial statements (for example, GAAP or
a special purpose framework)
f. Reference to the expected form and content of any reports to be
issued by the auditor and a statement that circumstances may arise
in which a report may differ from its expected form and content6
.110 The roles of management and those charged with governance in
agreeing upon the terms of the audit engagement for the entity depend on the
governance structure of the entity and relevant law or regulation. Depending on the entity's structure, the agreement may be with management, those
charged with governance, or both. When the agreement on the terms of engagement is only with those charged with governance, the auditor is required
to obtain management's agreement that it acknowledges and understands its
responsibilities.
.111 When a third party has contracted for the audit of the entity's financial statements, agreeing the terms of the audit with management of the
entity is necessary in order to establish that the preconditions for an audit are
present.
.112 In addition to the matters previously discussed, an audit engagement
letter may make reference to, for example, the following:

r
r
r
r

Requirements for access to audit documentation and for communicating internal control related matters
Elaboration of the scope of the audit, including reference to applicable legislation, regulations, GAAS, and ethical and other pronouncements of professional bodies to which the auditor adheres
The form of any other communication of results of the audit engagement
Arrangements regarding the planning and performance of the
audit, including the composition of the audit team

6
The engagement may include audit requirements in addition to an audit in accordance with
generally accepted auditing standards. For example, requirements could include the need to comply
with Government Auditing Standards or the Single Audit Act Amendments of 1996 and Office of
Management and Budget Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, as described in the AICPA Audit Guide Government Auditing Standards and Circular
A-133 Audits (updated as of February 1, 2013). Such audit requirements should be in writing.
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The expectation that management will provide written representations
The agreement of management to make available to the auditor
draft financial statements and any accompanying other information in time to allow the auditor to complete the audit in accordance with the proposed timetable
The agreement of management to inform the auditor of events occurring or facts discovered subsequent to the date of the financial
statements, of which management may become aware, that may
affect the financial statements
The basis on which fees are computed and any billing arrangements
A request for management to acknowledge receipt of the audit
engagement letter and to agree to the terms of the engagement
outlined therein, as may be evidenced by their signatures on the
engagement letter

.113 When relevant, the following points could be made in the audit engagement letter:

r
r
r
r
r
r
r

Arrangements concerning the involvement of other auditors and
specialists in some aspects of the audit
Arrangements concerning the involvement of internal auditors
and other staff of the entity
Arrangements to be made with the predecessor auditor, if any, in
the case of an initial audit
Any restriction of the auditor's liability when not prohibited
Any obligations of the auditor to provide audit documentation to
other parties
Additional services to be provided, such as those relating to regulatory requirements
A reference to any further agreements between the auditor and
the entity

Engagement Letter Considerations—Group Audits
.114 When the auditor of the primary government is also the auditor of
a component, as defined in AU-C section 600, the factors that may influence
the decision whether to obtain a separate audit engagement letter from the
component unit include the following:

r
r

Who engages the component unit auditor

r
r

Legal requirements regarding the appointment of the auditor

Whether a separate auditor's report is to be issued on the component unit
Degree of independence of the component management from the
primary government

.115 Auditors may decide, but are not required, to modify the contents
of the engagement letter and management representation letter for the requirements of AU-C section 600. For example, the group engagement partner
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might decide to include a section in the engagement letter noting the possible consequences if sufficient appropriate evidence cannot be obtained due to
restrictions imposed by group management. Similarly, the group engagement
partner may decide that additional representations from management might
be necessary with respect to certain subsequent events at components that
occur between the dates of the financial information of the components and the
date of the auditor's report on the group financial statements. Additional guidance with regard to the engagement letter and management representation
letter is provided, when applicable, in the following paragraphs.
.116 The following are examples of items that, at the discretion of the
auditor of the group financial statements, may be included in the engagement
letter or of items in previous engagement letters that may be modified or
expanded:

r
r
r
r
r
r
r
r
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Changes in language to include the terms group and component
when appropriate
Management of the group's responsibility to select and apply an
appropriate financial reporting framework for the group
The group engagement team's responsibilities with respect to
identifying components (including significant components) for
purposes of the group financial statements
Overview of the type of work to be performed on the financial
information of the components, including the basis for the decision
to make reference to the audit of a component auditor in the
auditor's report on the group financial statements
Clarification of the reporting responsibilities of the group engagement team and any component auditors to which reference is
expected to be made in the auditor's report on the group financial
statements
Overview of the nature of the group engagement team's planned
involvement in the work to be performed by the component auditors on the financial information of significant components
Matters regarding the instructions related to the consolidation
process that may be issued by group management to components
Expected communications between the group engagement team
and group management and those charged with governance of the
group, as appropriate, related to any
—

material weaknesses or significant deficiencies in internal control

—

fraud identified by the engagement team or brought to
its attention by the component auditor or information
indicating a fraud may exist

—

fraud or suspected fraud involving group management,
component management, employees having significant
roles in group-wide controls, or others in which a material
misstatement of the group financial statements has or
may have resulted from fraud

—

instances in which the group engagement team's evaluation of the work of a component auditor gave rise to a
concern about the quality of that auditor's work
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— any limitations on the group audit (that is, access to information is restricted)
.117 In addition, the group engagement team may expand the group engagement letter to communicate the responsibilities of the component auditor
under AU-C section 600 to management and those charged with governance of
the group.
.118 AU-C section 600 does not explicitly establish requirements for the
component auditor in audits of group financial statements. However, paragraph .42 of AU-C section 600 requires the engagement team to request a
component auditor to communicate certain matters (often provided for in a
letter of instruction) and to evaluate the component auditor's communication
as well as the adequacy of his or her work. If effective two-way communication
does not exist between the group engagement team and the component auditor,
a risk exists that the group engagement team may not obtain sufficient appropriate audit evidence. Appendix C, "Required and Additional Matters Included
in the Group Engagement Team's Letter of Instruction," of AU-C section 600
provides an example of a letter of instruction.
.119 Group audit engagements are further discussed in the "Defining a
Component in a Group Audit of a Governmental Entity" section of this alert.

Release of Updated Internal Control—Integrated Framework
.120 In May 2013, the Committee of Sponsoring Organizations of the
Treadway Committee (COSO) released the 2013 Internal Control—Integrated
Framework. COSO believes the framework will enable organizations to effectively and efficiently develop and maintain systems of internal control that can
enhance the likelihood of achieving the entity's objectives and adapt to changes
in the business and operating environments.
.121 The framework retains the core definition of internal control and
its five components, and the requirement to consider the five components to
assess the effectiveness of a system of internal control remains fundamentally
unchanged. Also, the framework continues to emphasize the importance of
management's judgment in designing, implementing, and conducting internal
control and in assessing the effectiveness of a system of internal control.
.122 At the same time, the framework includes enhancements and clarifications that are intended to ease use and application. One of the more significant enhancements is the formalization of fundamental concepts that were
introduced in the original framework. In the 2013 framework, these concepts
are now principles that are associated with the five components and provide
clarity for the user in designing and implementing systems of internal control
and for understanding requirements for effective internal control.
.123 Enhancements to the framework include broadening its application
by expanding the operations and reporting objectives. The framework also
reflects the consideration of many changes in the business and operating environments over the past several decades, including the following:

r
r
r

Expectations for governance oversight
Globalization of markets and operations
Changes and greater complexities of business
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Demands and complexities in laws, rules, regulations, and standards
Expectations for competencies and accountabilities
Use of, and reliance on, evolving technologies
Expectations relating to preventing and detecting fraud

.124 The framework applies to all entities: large, mid-size, small, forprofit, NFP, and governmental.
.125 Along with the framework, COSO also released Internal Control
Over External Financial Reporting: A Compendium of Approaches and Examples. This publication focuses on the external financial reporting category
of objectives, a subset of the reporting category. The compendium has been
developed to assist those users of the framework who are responsible for the
system of internal control over external financial reporting that supports preparation of financial statements and other external financial reporting. A system
of internal control over external financial reporting is important to governmental entities because they prepare financial statements that are required
by law and may prepare financial reporting in accordance with specific standards, rules, or regulations, which is not necessarily required, for the public or
governmental oversight agencies.
.126 For more information, see www.coso.org.

Addressing Audit Quality
Top Governmental Accounting and Disclosure Issues
.127 Based on identified audit deficiencies, the following areas appear to
be the most troublesome to auditees and their auditors.

MD&A Issues
.128 The following important MD&A requirements are often overlooked:

r
r

The budget analysis for the general fund should address significant variations between the
—

original and final amended budget amounts and

—

final amended budget and actual results.

Each year of the comparative financial statements should stand
alone and comply with all authoritative standards. Condensed
financial information and comparative analysis for each of the
past three years is required, and a narrative analysis of changes
between the years is mandatory, which includes providing the
change and an explanation for that change.

Defining the Reporting Entity
.129 When considering the reporting entity, it is important for an auditor
to determine whether the auditee properly applied the GASB's requirements.
GASB defines the governmental financial reporting entity as including

r
r
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organizations for which the primary government is financially
accountable, and

r
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other organizations for which the nature and significance of their
relationship with the primary government are such that exclusion
would cause the financial reporting entity's financial statements
to be misleading or incomplete.

.130 The nucleus of a financial reporting entity usually is a primary government. However, a government other than a primary government (such as
a component unit, a joint venture, a jointly governed organization, or another
standalone government) serves as the nucleus for its own financial reporting
entity when it issues separate financial statements.

Presentation of Component Units
.131 When evaluating the auditee's presentation of component units, auditors should be aware of the alternatives for presenting the required information about each major discretely presented component unit and nonmajor
component units, which are as follows:

r
r

Presenting each major component unit in a separate column in the
government-wide statements (Nonmajor component units would
be aggregated in a single column.)
Including combining statements of major component units, with
nonmajorunits aggregated in a single column7 as a basic financial
statement after the fund financial statements

.132 Disclosures should include a brief (and specific) description of the
component units of the financial reporting entity and their relationships to
the primary government, including a discussion of the criteria for including
the component units in the financial reporting entity and how the component
units are reported.

Long-Term Liabilities
.133 Although not required, best practice suggests that the auditee disclose the purpose of each debt issuance. In addition, auditors should determine
that the disclosures indicate which funds liquidate each long-term liability in
addition to debt (for example, compensated absences, claims and judgments,
termination benefits, and pension and other postemployment benefit [OPEB]
liabilities). Lastly, debt service requirements to maturity, presenting principal and interest requirements separately for each of the five subsequent fiscal
years and in five-year increments thereafter, should be disclosed.

Operating Leases
.134 Paragraphs 223 and 231 of GASB Statement No. 62, Codification
of Accounting and Financial Reporting Guidance Contained in Pre-November
30, 1989 FASB and AICPA Pronouncements, require governments to provide
certain operating lease disclosures, including disclosures for operating leases
with scheduled rent increases. Paragraph 40 of the National Council on Governmental Accounting Statement No. 1, Government Accounting and Financial
7
Footnote 50 of GASB Statement No. 34, Basic Financial Statements—and Management's Discussion and Analysis—for State and Local Governments, does not require a combining statement for
the nonmajor component units as a basic financial statement. However, it states that such a combining statement may be presented as "GASB defined" supplementary information (SI) (note that this
term is referred to in the AICPA Audit and Accounting Guide State and Local Governments to refer
to SI other than RSI.)
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Reporting Principles, also requires disclosure of significant noncapitalized (operating) lease commitments. Auditors should also determine that the auditee
has properly disclosed future minimum principal and interest payments for
each of the five subsequent fiscal years and in five-year increments thereafter
for their obligations under capital and noncancelable operating leases.

Cash and Investment Disclosures
.135 Auditors should be aware of the following disclosure requirements
when auditing cash and investments:

r
r
r
r
r

r
r
r
r
r
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Organize investments by investment type, such as U.S. Treasuries, corporate bonds, or commercial paper. Dissimilar investments, such as U.S. Treasury bills and U.S. Treasury strips,
should not be aggregated into a single investment type.
Understand deposit and investment disclosures for the primary
government, including its blended component units.
Determine whether risk disclosures are made for governmental
and business-type activities, individual major funds, nonmajor
funds in the aggregate, or fiduciary fund types when the risk exposures are significantly greater than the deposit and investment
risks of the primary government.
Disclose types of investments authorized by legal or contractual
provisions.
Disclose deposit and investment policies related to the risks
for which GASB Statement No. 40, Deposit and Investment
Risk Disclosures—an amendment of GASB Statement No. 3, as
amended, requires disclosure. (If a government has no deposit or
investment policy that addresses a specific type of risk that it is
exposed to, the disclosure should indicate that fact.)
Disclose significant violations during the period of legal or contractual provisions for deposits and investments and the actions
taken to address such violations.
Disclose the accounting methods for investments and the methods and significant assumptions used to estimate the fair value
of investments, if that fair value is based on other than quoted
market prices.
Disclose the credit quality ratings of investments in debt securities as described by nationally recognized statistical rating organizations (rating agencies) as of the date of the financial statements.
Disclose deposits at the end of the period that are exposed to custodial credit risk, the amount of those bank balances, the fact that
the balances are uninsured, and the basis on which the balances
are exposed to custodial credit risk.
Disclose investment securities, including securities underlying repurchase agreements, at the end of the period that are exposed to
custodial credit risk; the investment type, the reported amount,
and how the investments are held (not applicable to investments
in external investment pools and in open-end mutual funds or
to securities underlying reverse repurchase agreements); and investments in any one issuer, by amount and issuer, that represent
5 percent or more of total investments.
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GASB Statement No. 54 Accounting Issues
.136 Auditors should be aware of the following troublesome areas that
state and local governments have had in applying GASB Statement No.
54, Fund Balance Reporting and Governmental Fund Type Definitions, as
amended:

r
r
r

r
r

r

For committed fund balances, disclose if the amount can only be
used for specific purposes and is pursuant to constraints imposed
by the highest level of decision-making (most binding decision,
that is, a resolution versus an ordinance).
For assigned fund balances, consider whether entities or persons
other than the board or council can assign fund balances. If yes,
disclose how the person or body was delegated with that power
(policy approved). If no, disclose that only the board or council
may assign fund balance.
For disclosure of flow assumptions, consider whether a government has an accounting policy regarding which resources (that is,
restricted, committed, assigned, or unassigned) are considered to
be spent first for expenditures for which more than one resource
classification is available. If so, that policy determines the fund
balance classifications for financial reporting purposes. For example, an expenditure may be incurred for purposes for which
restricted, committed, assigned, and unassigned resources are
available. If a government does not establish a policy for its use
of fund balance amounts, expenditures should be applied against
restricted resources first, then committed, assigned, and unassigned, respectively, as applicable. If a government does not establish a policy for its use of unrestricted fund balance amounts,
under the provisions of GASB Statement No. 54, as amended,
it should consider that committed amounts would be reduced
first, followed by assigned amounts, and then unassigned amounts
when expenditures are incurred for purposes for which amounts
in any of those unrestricted fund balance classifications could be
used.
Disclose the revenue sources used as a basis to establish all major
special revenue funds.
Amounts that governments formally set aside in governmental
funds under formal stabilization-type policies that can be expended only when certain specific nonroutine circumstances exist
should be reported in the general fund as restricted or committed
if they meet the criteria set forth in GASB Statement No. 54, as
amended, based on the source of the constraint on their use. Stabilization arrangements that do not meet the criteria to be reported
within the restricted or committed fund balance classifications
should be reported as unassigned in the general fund.
Encumbrances do not represent nonspendable resources.
Amounts encumbered for specific purposes for which resources
already have been restricted, committed, or assigned should not
result in separate display of the encumbered amounts within
those classifications. Encumbered amounts for specific purposes
for which amounts have not been previously restricted, committed, or assigned should not be classified as unassigned but, rather,
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should be included within committed or assigned fund balance, as
appropriate.
Although the fund balance policy does not affect the fund balance categories, a description of the minimum fund balance policy
(if formally adopted by the governing body) and the minimum
amount under the policy should be disclosed.

Other Audit Quality Issues
.137 General audit deficiencies noted included the following working paper documentation deficiencies, lack of adequate audit evidence, and auditor
reporting problems:

r
r
r
r

The auditor failed to dual date or re-date a reissued report.
The auditor failed to qualify opinions for GAAP departures.
The auditor's report did not contain an appropriate indication of
the character of the examination and the degree of responsibility taken with respect to the required supplementary information, supplementary information accompanying the basic financial statements, or both.
The auditor failed to opine on the prior year summarized information and failed to note that the financial statements did not
disclose that the prior year summarized information did not constitute a presentation in accordance with GAAP.

Accounting Issues and Developments
Practice Tips in Applying an Other Comprehensive Basis of
Accounting in State and Local Government Financial Statements
.138 Certain state and local governments maintain their accounting
records and prepare their annual financial statements using an alternative
accounting and financial reporting framework other than GAAP. Most of these
governments have elected or are required to use an other comprehensive basis
of accounting (OCBOA), such as the cash or regulatory bases of accounting.
.139 The ASB recognizes certain bodies, including GASB, FASB, the Federal Accounting Standards Advisory Board (FASAB), and the International
Accounting Standards Board (IASB), as the designated accounting standard
setters for establishing GAAP. In contrast to the amount of guidance available
for preparing governmental financial statements in accordance with GAAP,
there is limited guidance for preparing OCBOA financial statements of state
and local governments, with the possible exception of guidance from regulatory
agencies with respect to defining their unique regulatory financial reporting requirements and certain guidance from the AICPA and the International Public
Sector Accounting Standards Board.
.140 With regard to state and local governments, the AICPA Practice
Aid Applying OCBOA in State and Local Governmental Financial Statements
(product nos. APAOCBO12P, APAOCBO12E, or APAOCBOO), which was
recently updated, is a key guidance document for auditors and preparers.
With the relative complexity of the state and local government financial
reporting model, questions are often faced by financial statement preparers
and auditors regarding the applicability of GASB accounting principles and
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financial reporting requirements to OCBOA financial statements. Also, there
are differing professional opinions regarding the proper application of certain
GAAP requirements to OCBOA financial statements, such as the manner of
financial statement presentation and the extent of appropriate disclosures.
Although nonauthoritative, this revised practice aid is the best source for
such guidance in all of these areas. Plus, it provides guidance for the auditor
reporting on state and local government OCBOA financial statements, all of
which has been updated for the new clarity standards. Highlights and helpful
tips from the practice aid are presented in the following paragraphs.

Comparing OCBOA and GAAP
.141 OCBOA frameworks are alternative financial reporting frameworks
other than GAAP. Although there are obvious differences between OCBOA
and GAAP, there are also similarities between them. The discussion of these
differences and similarities gives rise to disagreements of professional opinion
about the proper application of OCBOA frameworks. Although the recognized
accounting standard setters (that is, GASB, FASB, FASAB, and the IASB)
establish GAAP and do not establish OCBOA, certain aspects of GAAP may
be applicable to OCBOA financial statements. As a result, interpreting the
general authoritative guidance available requires the application of a good
deal of professional judgment.
Disclosures in OCBOA Financial Statements. Although OCBOA financial statements may provide a less complex and more understandable alternative to GAAP financial statements for certain financial statement users, it
is important for preparers to be knowledgeable of GAAP disclosure requirements because OCBOA financial statements are not considered appropriate in form unless the financial statements include informative disclosures
similar to those required by GAAP when the financial statements contain
items that are the same as, or similar to, those in financial statements
prepared in accordance with GAAP. For example, in any state and local
government OCBOA presentation that includes cash, the financial reporting and disclosure requirements of GAAP applicable to cash, including any
risk disclosures required in GASB Statement No. 3, Deposits with Financial
Institutions, Investments (including Repurchase Agreements), and Reverse
Repurchase Agreements; No. 40; and No. 59, Financial Instruments Omnibus,
are appropriate for consideration.

Limitations of OCBOA Financial Statements
.142 Although the use of OCBOA may be an acceptable financial reporting
framework in specific circumstances, may meet the needs of intended financial
statement users, and may offer some benefits to certain governmental entities
compared with the use of GAAP, OCBOA accounting and financial reporting
also has its limitations, including the following:

r

OCBOA financial statements are not intended to be a comprehensive measure of the government's complete economic financial
condition and changes therein. Cash-basis and regulatory-basis
financial statements report only certain assets and liabilities that
are applicable to the OCBOA framework applied. As a result,
they are limited to only reporting revenues and expenditures or
expenses when the transactions meet the timing requirements or
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limitations of that framework. Consequently, OCBOA financial
statements are not intended to be a comprehensive measure of a
government's complete economic condition and changes therein.
OCBOA financial statements may not meet the needs of all potential users. Because OCBOA financial statements do not report
all assets, deferred outflows, liabilities, deferred inflows, inflows
(such as revenues), and outflows (such as expenditures or expenses) of the government, certain potential financial statement
users, such as investors, creditors, and credit rating agencies, may
not readily receive the information they need to evaluate the creditworthiness of the government (that is, the ability of the government to pay short-term and long-term obligations as they become
due). As the government competes with other governments that
provide complete GAAP-basis financial information, the availability of only OCBOA financial statements could affect the government's ability to borrow or could have a negative impact on debt
ratings or interest rates on debt if lenders and rating agencies are
unable to obtain their needed information through other means.
Government officials could inadvertently rely on OCBOA financial
information to make certain management or policy decisions that
would be better made with GAAP financial information. Decision
makers who rely on OCBOA information could make inappropriate funding or financing decisions because OCBOA information
does not always include timely financial information on the complete economic financial condition, including certain long-term
obligations of the government and complete results of operations.
For example, consider decision makers making a decision on the
adequacy of service charge rates without determination of the
full costs of service in accordance with GAAP or not knowing the
sufficiency of resources set aside to finance accrued compensated
absences because they are unaware of the actual amount of those
liabilities.
OCBOA financial condition and results can be more easily manipulated. Because the cash basis of accounting recognizes financial
activity only when that activity results from cash receipt and disbursement transactions or events, cash-basis financial results can
be easily manipulated by speeding up or slowing down the receipt
and disbursement of cash.

.143 For OCBOA financial statements, the needs of the intended users of
the financial statements should be a factor in determining the acceptability of
the applicable OCBOA framework. For example, in a small local government in
which the primary users of the financial statements are management and the
governing body, and the financial statements are primarily used for determining short-term budgetary financial condition and compliance, the cash basis of
accounting could be considered an acceptable financial reporting framework.

Modified Cash Basis of Accounting
.144 The most difficult OCBOA to define is the modified cash basis of
accounting because professional standards do not technically have a separate
definition for modified cash basis of accounting. The phrase modified cash basis
has merely been used in practice for identifying an OCBOA framework that
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represents a modification of the pure cash basis of accounting. As previously
noted, professional standards define cash basis as a basis of accounting the
entity uses to record cash receipts and disbursements and modifications of
the cash basis having substantial support (for example, recording depreciation
on capital assets). Although this definition does not specifically identify what
constitutes modifications of the cash basis having substantial support, the
modifications have evolved through common usage and practice.
.145 For modifications to be considered to have substantial support, the
modifications to the pure cash basis of accounting should

r
r
r

be made to cash receipt or disbursement transactions or events.
have substantial support in GAAP or other accounting literature.
be logical.

Modified Cash Basis Premise. Modifications to the pure cash basis of accounting generally result when cash receipts or cash disbursements are considered to provide a benefit or an obligation that covers multiple reporting
periods, and the reporting of the cash transaction or event would be more
meaningful to financial statement users if spread out over those multiple
periods. For example, a modification to report capital assets would involve
recording and depreciating capital assets that result from cash transactions
or events and depreciating them as a logical allocation of the cash basis asset
cost over the assets' useful lives.
Modifications to Cash Transactions or Events. The modified cash basis
of accounting involves substantial support modifications to transactions or
events that are derived from cash receipts (cash inflows) or cash disbursements (cash outflows). For example, a modification to report capital assets
would involve recording and depreciating capital assets that result from cash
transactions or events. This modification should generally not involve the
recording and depreciating of capital assets resulting from capital lease transactions or donated capital assets because the acquisition of these assets did
not involve a cash inflow or outflow at the time of acquisition or receipt. Many
financial statement preparers and auditors struggle with this concept because
it seems odd and, at times, inappropriate to exclude such significant assets
from the financial statements, especially when they are material. However,
application of the cash basis and modified cash basis of accounting comes with
inherent limitations, and such OCBOA financial statements are not intended
to be representative of the complete economic financial position of the entity.
Many significant assets and liabilities are excluded from cash-basis and modified cash-basis financial statements. If management elects to apply OCBOA
frameworks in the preparation of their external financial statements, they
elect to report within those limitations.
.146 Differences in professional opinion have existed about the definition
of the modified cash basis of accounting. Some aspects of OCBOA guidance
have been interpreted by some as providing substantial support for modifications that involve the accrual of revenues and expenses and the recording of the
related receivables and payables. However, a fundamental aspect of modifications to the cash basis of accounting is that although the modifications should
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have substantial support in GAAP or other accounting literature, they should
be made only to amounts derived from cash transactions or events and should
not involve accruals or other noncash transactions.
Substantial Support Modifications Versus Full GAAP Treatment. The
definition of cash basis in paragraph .07 of AU-C section 800 begins by stating
that it is "a basis of accounting that the entity uses to record cash receipts
and disbursements." It then also includes the wording "and modifications of
the cash basis having substantial support" (commonly referred to as modified
cash basis). This definition language ("modifications of the cash basis") supports the notion that the substantial support modifications should be made
"only to cash receipt and disbursement transactions or events" because the
pure cash basis involves the accounting of only cash receipts and disbursements. The modified cash basis has often been misinterpreted as a mixing of
framework principles through the application of cash-basis treatment to certain financial statement elements while applying full GAAP-basis treatment
to other elements. This mixing of different framework principles is considered
inappropriate; therefore, the modified cash basis is narrowly constructed as
"logical substantial support modifications to cash receipt and disbursement
transactions or events." Simply stated, modifications in the modified cash
basis of accounting apply "GAAP or other accounting literature treatment to
cash transactions or events." For example, investment securities recorded as
an asset in a modified cash-basis framework would be recorded at cost (the
amount of the cash outflow to acquire the investment), not adjusted to fair
value as required in GAAP. Similar to the modified accrual basis of accounting in governmental GAAP, which begins with an accrual-basis transaction
as its root and then works back to modify the recognition based on cash inflows or outflows, the modified cash basis of accounting begins with a cash
transaction or event as its root and works its way forward with a substantial
support modification "of the cash transaction or event."
.147 The AICPA Practice Aid Applying OCBOA in State and Local Governmental Financial Statements suggests defining modified cash basis as follows:
the modified cash basis of accounting involves the recognition, measurement,
presentation, and disclosure of cash and cash equivalents and certain other
financial statement elements arising from substantial support modifications to
cash receipt and disbursement transactions or events, and the changes therein.
No Single Modified Cash Basis of Accounting. It should be noted that
unlike the pure cash basis of accounting, defined in the AICPA Practice Aid
Applying OCBOA in State and Local Governmental Financial Statements as
the reporting of cash and cash equivalents and changes therein, there is no
single modified cash basis of accounting. One entity's modified cash basis of
accounting framework might only be the pure cash basis of accounting modified for the reporting of only certain assets arising from cash transactions
or events, but another entity's modified cash basis of accounting framework
might modify the pure cash basis of accounting to consistently report all
assets, liabilities, and deferred inflows and outflows arising from cash transactions or events.
A significant challenge to preparing financial statements in accordance with
a modified cash basis of accounting is developing the appropriate accounting
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policy that results in financial statements that meet the needs of the primary
users of the statements and then consistently applying that policy to cash
transactions and events in order to keep the financial statements from being
misleading for the purposes for which they are intended. Although there is
no single modified cash basis of accounting, financial statements prepared in
accordance with a modified cash basis can be more meaningful if they are
comparable with similar financial statements. Some preparers have inappropriately considered the modified cash basis of accounting as a free for all
in which they can arbitrarily pick the modifications they will apply. For example, a preparer may decide to prepare financial statements in accordance
with a modified cash basis of accounting that records assets arising from
cash transactions or events, including investments, inventories, and capital
assets, but does not record short-term and long-term liabilities and other
obligations arising from cash transactions or events. Such inconsistent uses
of a modified cash basis framework should be avoided for general use financial statements because the inconsistencies will normally result in financial
statements that are misleading for general users. However, modified cashbasis financial statements prepared for certain special use purposes may be
prepared using inconsistent modifications that meet the needs of the specified intended users, provided they are labeled appropriately, and the special
purpose is properly disclosed in the financial statements or notes thereto.

Appropriate Modifications. Modifications to the pure cash basis of accounting that report capital assets acquired with cash and related depreciation on
such assets, when applicable, in addition to liabilities related to long-term
debt arising from cash transactions or events in financial statements when
these items are appropriate (for example, in government-wide statements and
proprietary and fiduciary fund statements), are considered appropriate substantial support modifications made to transactions or events derived from
cash receipts and disbursements.
Modifications to the pure cash basis of accounting that report receivables
and payables that arise from cash transactions or events are also considered
appropriate substantial support modifications. For example, a receivable and
payable resulting from an interfund loan of cash could be reported under the
modified cash basis of accounting because it involves a source and use of cash
and is substantially supported in GAAP and logical.
.148 With the needs of the primary financial statement users in mind,
when preparing financial statements in accordance with a modified cash basis of accounting, the preparer should consider modifying the following cash
transactions or events, among others:

r
r
r
r

Recording of receivables resulting from an outflow of cash, such
as interfund cash loans
Recording of investments in marketable securities acquired resulting from an outflow of cash
Recording of inventories acquired resulting from an outflow of
cash
Recording of capital assets arising from cash transactions or
events and depreciating the assets when appropriate
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Recording of deferred inflows and outflows resulting from cash
transactions or events
Recording of liabilities resulting from short-term cash borrowings
or other cash transactions or events
Recording of long-term bonds, notes, and other debt arising from
cash transactions or events
Recording of any other material assets, liabilities, revenues, and
expenses resulting from cash transactions or events

.149 If the financial statements are prepared in accordance with a modified cash basis accounting policy that records one or more of the preceding but
not all, the preparer should be prepared to defend how the decision to modify or
not modify is a logical and consistent application of the accounting policy and
does not result in misleading financial statements for the purposes for which
they are intended.
.150 A number of transactions or events are not appropriate modifications to the cash basis of accounting. Generally, these transactions or events
should not be recorded in accordance with a modified cash basis of accounting
because they do not involve cash inflows or outflows, are illogical, or are not
substantially supported in GAAP or other accounting literature. The following
are common transactions or events that should not be recorded in financial
statements prepared in accordance with a modified cash basis of accounting:

r
r
r
r
r
r
r
r
r
r
r
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Recording of accounts receivable, including billed and unbilled, resulting from services provided or goods sold when no cash inflows
or outflows are involved
Recording of grant and other accrued receivables when cash inflows and outflows are not involved
Recording interfund receivables and payables resulting from interfund service billings when no cash inflows or outflows are involved
Recording investments for which cash outflows were not involved
Recording of donated capital assets or capital assets acquired
through capital lease agreements when the seller and lender are
the same party and when cash outflows were not involved
Not recording depreciation of depreciable capital assets arising
from cash transactions or events
Recording of accounts payable for goods or services received when
no cash outflow was involved
Recording accrued compensated absences, accrued interest expense, other accrued expenses, and related liabilities
Recording long-term notes, bonds, and other obligations, including
net pension and OPEB obligations, when no cash outflows were
involved
Adjusting marketable investments acquired with cash to fair
value by recording adjustments for unrealized gains and losses
Recording derivative investments when cash inflows or outflows
were not involved, and adjusting the derivative for fair value
changes
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.151 In addition to the AICPA Practice Aid Applying OCBOA in State and
Local Governmental Financial Statements, chapter 15, "Financial Statements
Prepared in Accordance With a Special Purpose Framework," of the AICPA
Audit and Accounting Guide State and Local Governments (updated as of March
1, 2013) has been significantly revised to reflect the implementation of AU-C
section 800, as revised by SAS No. 127.
.152 The AICPA Practice Aid Applying OCBOA in State and Local Governmental Financial Statements is available for purchase at www.cpa2biz.com.

Implementation Considerations for GASB’s New
Pension Standards
.153 GASB recently issued two new pension standards:

r
r

GASB Statement No. 67, which applies to financial reporting by
most pension plans
GASB Statement No. 68, which applies to financial reporting
by most governments that provide their employees with pension
benefits

.154 GASB Statement No. 67 is effective for periods beginning on or after
June 15, 2013, and GASB Statement No. 68 is effective for periods beginning on
or after June 15, 2014. Although the effective dates of the new standards seem
far off, preparers and auditors need to understand the new requirements in
order to be ready to implement the changes and to have the needed information
for audits. It is important that preparers and auditors are aware of the major
changes in the calculation and reporting of pension obligations and expenses,
including the following:

r
r
r
r
r
r

Reporting the net pension liability in the government-wide financial statements
How to measure pension liabilities
Use of different discount rates for the portion of pension liability
when plan net position is expected to pay benefits as they come
due
Recognition of interest on the total pension liability as a currentperiod expense
Deferral of some of the differences between actual and expected
investment returns
The financial presentation and disclosures related to employer
and pension plan financial reports

.155 A number of audit considerations also need to be addressed in advance of the effective date of the standards to ensure that participating employers are able to support the numbers reported in their financial statements
as being accurate and, ultimately, that auditors are able to be provided appropriate and verifiable audit evidence with which to opine on governmental
employer financial statements. As soon as possible, auditors should be talking
with governmental employers about the financial and actuarial terms and activities, the exchange of information between the various types of plans (single
employer, cost-sharing multiple-employer, and agent multiple-employer) and
participating employers, and the nature and type of evidence necessitated by
the new accounting provisions for the auditor to be able to provide an opinion.
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Questions and Answers on GASB’s New Pension Standards
.156 GASB Statement Nos. 67 and 68 were issued to substantially improve
the accounting and financial reporting of public employee pensions by state
and local governments. Recently, GASB published the following questions and
answers (Q&As) on its website (www.gasb.org) to address common questions
related to the implementation of these standards:
1. Do the new GASB statements establish requirements for how governments should fund their pensions?
No. In the past, the accounting and financial reporting standards
were closely associated with the approach that many governments
take to funding their benefits—that is, toward contributing sufficient
resources to a defined benefit pension plan to finance benefit payments when they come due. Consequently, many governments have
established funding policies based on the GASB's standards. However, after reexamining the prior standards for pensions, the GASB
concluded that approaches to funding are not necessarily the best approach to accounting for and reporting pension benefits. Therefore,
the new statements mark a definitive separation of accounting and
financial reporting from funding.
2. Will governments have to pay more each year for pensions because
of the GASB's new statements?
The new pension statements relate only to accounting and financial
reporting, or how pension costs and obligations are measured and reported in external financial reports. How much governments actually
contribute each year to a pension plan is a policy issue. Governments
will likely report pension expense more quickly than under the prior
standards; however, how or whether this information is used in assessing the amounts that governments will contribute to their pension
plans is a public policy decision made by government officials.
3. Do governments have to use a municipal bond rate for discounting
as punishment for not fully funding their pensions?
No. The selection of an appropriate interest rate for discounting projected future benefit payments to their present value is based on what
resources are projected to be used to make those payments: (1) assets
of the plan that have been invested using an investment strategy to
achieve the assumed long-term expected rate of return and their earnings; or (2) the general resources of the government employer. As long
as the projected plan net position related to current employees and
inactive employees exceeds the projected benefit payments for those
employees, the long-term expected rate of return on investments will
serve as the basis for discounting. This asset-based rate is appropriate
because the earnings on the plan's investments reduce the amount an
employer will need to contribute to the plan.
If a government reaches a crossover point—when projected benefit payments for current employees and inactive employees exceed projected
plan net position related to those employees—then benefit payments
projected to be made from that point forward will be discounted using
a high-quality municipal bond interest rate. This liability-based rate
is appropriate because the plan would no longer be expected to have
sufficient assets related to those employees to produce investment
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income that will reduce how much an employer will have to contribute.
The pension liability would then resemble the employer's outstanding
debt and other typical long-term liabilities.
However, it is true—all other factors being equal—that the less wellfunded a pension plan is, the more likely it will reach a crossover point
and therefore have to discount some projected benefit payments using
the municipal bond index rate. Under current economic conditions,
municipal bond rates are lower than long-term expected returns on
pension plan investments. Using a lower discount rate increases the
present value of projected benefit payments and, thereby, increases
the size of the pension liability.
4. Do the GASB's standards allow governments to make their liabilities
look smaller by using a discount rate based on unrealistically high
expected rates of investment return?
No. The new statements require that governments measure their pension liabilities using assumptions that are consistent with the standards of practice of the actuarial profession. If a government assumes
a rate of return that is out of line with the actuarial standards, then
it is misapplying the accounting standards rather than exploiting a
loophole in the standards.
It is important to note that examining a pension plan's investment
return in any short-term period is not appropriate for drawing conclusions about the appropriateness of a government's assumption about
long-term investment earnings. The investment return in any given
year or short-term period is likely to be either higher or lower than
the assumed long-term return. However, an appropriate long-term
investment return assumption will reflect the expected average earnings over a long period, even though it may not be the same as actual
earnings in any particular single or short-term period.
Governments will disclose information about their long-term investment return assumptions in the notes to the financial statements to
assist in evaluating the reasonableness of those assumptions. The
information will include a brief description of how the long-term expected rate of return was determined, significant methods and assumptions used for that purpose, the assumed asset allocation of the
pension plan's portfolio, and the long-term expected real rate of return
for each major asset class.
5. Is the discount rate the most important factor in determining the size
of a government's pension liability?
The guidance put forth in the new statements pertaining to the selection of a discount rate is certainly an important element but it is only
one part of the determination. Discounting is one of the basic three
steps involved in measuring a government's total pension liability—
projecting, discounting, and attributing. (The measurement process
is more fully described in separate fact sheets about accounting and
financial reporting by governments that provide pension benefits.)
The amount of a government's pension liability also depends on a
variety of other factors such as:

r

The types of benefits a government has promised
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The length of service of employees and their salaries in
the final years of their employment
The life expectancy of retirees, which determines how long
they will continue to receive benefits
The inflation rate, which affects both salaries and rates
of return on investments.

6. Can the information reported by governments under the new statements be compared?
Yes. The comparability of the pension information that will result from
the new Statements has been significantly improved. One of the features of the prior standards that many financial statement users have
criticized is the variety of choices that employers could make when
attributing the present value of projected benefit payments to past,
present, and future periods. Governments previously were allowed
to select from six different actuarial cost allocation methods, each of
which could be applied in two ways—as a level dollar amount each year
or as a level as a level dollar amount each year or as a level percentage of payroll in each year. In the view of many users, these options
seriously diminished comparability. The new Statements, however,
require that all governments use one type of actuarial cost method—
called entry age—and apply it only as a level percentage of payroll.
It should be noted that, although governments are required to measure
their pensions within the same parameters set forth in the standards,
the resulting amounts will be different because of differences in the
terms of the governments' respective pension plans, differences in the
demographics of the plan members, and differences in other relevant
factors. In other words, because the governments are in different circumstances, their measurements will employ different assumptions.
It has been suggested that comparability would be greatly improved
if all governments were required to use the same assumptions. However, taking a one-size-fits-all approach would ignore significant differences between governments—such as the mix of their investment
portfolios and their actual earnings experience—that are relevant to
determining the amount that governments are obligated to provide for
pensions.
7. Has the GASB determined that state and local government pension
plans are underfunded by $3 trillion?
No. The GASB has never conducted research regarding the extent to
which pension plans are funded in the aggregate. Funding relates to
a public policy issue that is beyond the scope of the GASB's activities.

GASB’s Upcoming Implementation Guides—Pension Accounting
and Financial Reporting
.157 GASB is currently developing two implementation guides. The first
focuses on plan implementation issues, including calculation of the net pension liability (collective net pension liability); the second focuses on additional
issues related to employer-specific requirements in GASB Statement No. 68.
The guides are intended to assist pension plans, employers, and governmental nonemployer contributing entities as they prepare to implement GASB
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Statement Nos. 67 and 68. The plan guide is expected to be issued in June
2013, and the employer guide is expected for issuance in January 2014.
.158 Additional information about the GASB Pension Project is available
at www.gasb.org.

Accounting Guidance in GASB Statement No. 65
.159 GASB Statement No. 65, Items Previously Reported as Assets and Liabilities, establishes accounting and financial reporting standards that reclassify, as deferred outflows of resources or deferred inflows of resources, certain
items that were previously reported as assets and liabilities and recognizes,
as outflows of resources or inflows of resources, certain items that were previously reported as assets and liabilities. The statement also provides other
financial reporting guidance related to the impact of the financial statement
elements deferred outflows of resources and deferred inflows of resources, such
as changes in the determination of the major fund calculations and limiting the
use of the term deferred in financial statement presentations. The provisions
of this statement are effective for financial statements for periods beginning
after December 15, 2012, with earlier application is encouraged.
.160 Upon implementation of GASB Statement No. 65, assets, deferred
outflows of resources, outflows of resources, liabilities, deferred inflows of resources, and inflows of resources will be accounted for as follows:
Continue to Report as Assets

r
r
r
r
r
r

Prepayments
Resources advanced to another government in relation to a
government-mandated nonexchange transaction or a voluntary
nonexchange transaction when eligibility requirements other than
time requirements have not been met
The purchase of future revenues from a government outside the
financial reporting entity
Initial subscriber installation costs in relation to cable television
systems
Capitalized incurred costs related to regulated activities
Circumstances in which a pension plan's net position exceed the
total pension liability

Report as Deferred Outflows of Resources

r
r
r
r
r

Resources advanced to another government in relation to a
government-mandated nonexchange transaction or a voluntary
nonexchange transaction when time requirements are the only eligibility requirements that have not been met by the other government
Deferred debit amounts resulting from the refunding of debt
The purchase of future revenues within the same financial reporting entity
Deferred loss resulting from sale-leaseback transactions
Net balance (debit) of direct loan origination costs, including any
portion related to points, for mortgage loans held for resale prior
to the point of sale
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Fees paid to permanent investors to ensure the ultimate sale of
loans prior to the point of sale

Report as Outflows of Resources

r
r
r
r
r
r
r
r

Acquisition costs for insurance entities and public entity risk pools
Initial direct costs incurred by the lessor for operating leases
Debt issuance costs (including balances previously capitalized)
Net balance (debit) of direct loan origination costs, including any
portion related to points, pertaining to lending activities
Fees paid related to a purchased loan or a group of loans
Net balance (debit) of direct loan origination costs, including any
portion related to points, for mortgage loans held for investment
Net balance (debit) of direct loan origination costs, including any
portion related to points, for mortgage loans held for resale after
the sale occurs
Fees paid to permanent investors to ensure the ultimate sale of
loans after the ultimate sale occurs

Report as Liabilities

r
r
r
r
r
r
r
r
r

Resources received in advance in relation to a derived tax revenue
nonexchange transaction
Resources received in advance in relation to a governmentmandated nonexchange transaction or a voluntary nonexchange
transaction when eligibility requirements other than time requirements have not been met
Resources received in advance of an exchange transaction
Excess of initial hookup revenue over direct selling costs in relation to cable television systems
Premium revenues for insurance entities and public entity risk
pools received in advance
Fees that are received for guaranteeing the funding of mortgage
loans
Commitment fees charged for entering into an agreement that
obligates the government to make or acquire a loan or to satisfy
an obligation of the other party under a specified condition, unless
exercise is remote
Fees received for arranging a commitment directly between a permanent investor and a borrower
Refunds imposed by a regulator

Report as Deferred Inflows of Resources

r
r
r
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Resources received in advance in relation to an imposed nonexchange transaction
Resources received in advance in relation to a governmentmandated nonexchange transaction when time requirements are
the only eligibility requirements that have not been met by the
receiving government
Deferred credit amounts resulting from the refunding of debt

r
r
r
r
r
r
r
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Proceeds from the sale of future revenues
Unavailable revenue related to the application of modified accrual
accounting
Net balance (credit) of loan origination fees, excluding any portion
related to points, for mortgage loans held for resale prior to the
point of sale
Deferred gain resulting from sale-leaseback transactions
Net balance (credit) of loan origination fees related to points for
lending activities and mortgage loans held for investment
Resources generated by current rates intended to recover costs
that are expected to be incurred in the future
Gains or other reductions of net allowable costs intended to reduce
gains over future periods

Report as Inflows of Resources

r
r
r
r
r
r
r
r

Net balance (credit) of loan origination fees, excluding any portion
related to points, pertaining to lending activities
Commitment fees realized upon exercise or expiration of the
commitment
Fees received related to a purchased loan or a group of loans
Commitment fees charged for entering into an agreement that
obligates the government to make or acquire a loan or to satisfy
an obligation of the other party under a specified condition when
exercise is considered remote
Net balance (credit) of loan origination fees, excluding any portion
related to points, for mortgage loans held for investment
Net balance (credit) of loan origination fees, including any portion
related to points, for mortgage loans held for resale after the sale
occurs
Fees that are realized after the funding of mortgage loans has
occurred or after the commitment to guarantee the funding of
mortgage loans expires
Fees realized when a commitment is arranged directly between a
permanent investor and a borrower

Recently Issued GASB Pronouncement and Related Guidance
.161 The following summaries are for informational purposes only and
should not be relied upon as a substitute for a complete reading of the applicable statements. The full texts of all GASB statements are available at
www.gasb.org.

GASB Statement No. 70
.162 In April 2013, GASB issued GASB Statement No. 70, Accounting
and Financial Reporting for Nonexchange Financial Guarantees. This statement requires a government that extends a nonexchange financial guarantee
to recognize a liability when qualitative factors and historical data, if any, indicate that it is more likely than not that the government will be required to
make a payment on the guarantee. The amount of the liability to be recognized
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should be the discounted present value of the best estimate of the future outflows expected to be incurred as a result of the guarantee. When there is no best
estimate but a range of the estimated future outflows can be established, the
amount of the liability to be recognized should be the discounted present value
of the minimum amount within the range. The statement requires a government that has issued an obligation guaranteed in a nonexchange transaction
to report the obligation until legally released as an obligor and also requires
a government that is required to repay a guarantor for making a payment
on a guaranteed obligation or legally assuming the guaranteed obligation to
continue to recognize a liability until legally released as an obligor. When a government is released as an obligor, the government should recognize revenue
as a result of being relieved of the obligation. The statement also provides additional guidance for intra-entity nonexchange financial guarantees involving
blended component units. The statement specifies the information required to
be disclosed by governments that extend nonexchange financial guarantees and
requires new information to be disclosed by governments that receive nonexchange financial guarantees. The provisions of GASB Statement No. 70 are
effective for reporting periods beginning after June 15, 2013. Earlier application is encouraged. Except for disclosures related to cumulative amounts paid
or received in relation to a nonexchange financial guarantee, the provisions
of this statement are required to be applied retroactively. Disclosures related
to cumulative amounts paid or received in relation to a nonexchange financial
guarantee may be applied prospectively.

GASB Statement No. 69
.163 GASB Statement No. 69, Government Combinations and Disposals
of Government Operations, issued in January 2013, establishes accounting and
financial reporting standards related to government combinations and disposals of government operations. As used in this statement, the term government
combinations includes a variety of transactions referred to as mergers, acquisitions, and transfers of operations.
.164 The distinction between a government merger and a government
acquisition is based upon whether an exchange of significant consideration
is present within the combination transaction. Government mergers include
combinations of legally separate entities without the exchange of significant
consideration. This statement requires the use of carrying values to measure
the assets and liabilities in a government merger. Conversely, government acquisitions are transactions in which a government acquires another entity, or
its operations, in exchange for significant consideration. This statement requires measurements of assets acquired and liabilities assumed generally to
be based upon their acquisition values. This statement also provides guidance
for transfers of operations that do not constitute entire legally separate entities and in which no significant consideration is exchanged. This statement
defines the term operations for purposes of determining the applicability of this
statement and requires the use of carrying values to measure the assets and
liabilities in a transfer of operations.
.165 A disposal of a government's operations results in the removal of
specific activities of a government. This statement provides accounting and
financial reporting guidance for disposals of government operations that have
been transferred or sold.
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.166 This statement requires disclosures to be made about government
combinations and disposals of government operations to enable financial statement users to evaluate the nature and financial effects of those transactions.
The requirements of GASB Statement No. 69 are effective for government
combinations and disposals of government operations occurring in financial
reporting periods beginning after December 15, 2013, and should be applied on
a prospective basis. Earlier application is encouraged.

GASB Statement No. 68
.167 GASB Statement No. 68, issued in June 2012, is effective for periods
beginning after June 15, 2014. Earlier application is encouraged. GASB Statement No. 68 includes transition provisions regarding accounting changes and
the presentation of information in schedules of RSI.
.168 GASB Statement No. 68 replaces the requirements of GASB Statement Nos. 27, Accounting for Pensions by State and Local Governmental
Employers, and 50, Pension Disclosures, as they relate to pensions that are
provided through pension plans administered as trusts or equivalent arrangements (hereafter jointly referred to as trusts) that meet certain criteria. The
requirements of GASB Statement Nos. 27 and 50 remain applicable for pensions that are not covered by the scope of this statement. GASB Statement
No. 68 establishes standards for measuring and recognizing liabilities, deferred outflows of resources, deferred inflows of resources, and expenses and
expenditures related to pensions. For defined benefit pensions, this statement
identifies the methods and assumptions that should be used to project benefit payments, discount projected benefit payments to their actuarial present
value, and attribute that present value to periods of employee service.

GASB Statement No. 67
.169 GASB Statement No. 67, issued in June 2012, is effective for periods
beginning after June 15, 2013. Earlier application is encouraged. Accounting
changes should be applied retroactively by restating financial statements, if
practical, for all periods presented. GASB Statement No. 67 includes transition
provisions regarding the presentation of certain information in the schedules
of RSI.
.170 GASB Statement No. 67 replaces the requirements of GASB Statement Nos. 25, Financial Reporting for Defined Benefit Pension Plans and Note
Disclosures for Defined Contribution Plans, and 50, as they relate to pension
plans that are administered through trusts or equivalent arrangements that
meet certain criteria. The requirements of GASB Statement Nos. 25 and 50
remain applicable to pension plans that are not administered through trusts
covered by the scope of this statement and to defined contribution plans that
provide postemployment benefits other than pensions.
.171 The statement builds upon the existing framework for financial reports of defined benefit pension plans, which includes a statement of fiduciary
net position (the amount held in a trust for paying retirement benefits) and
specifies the required approach to measuring the pension liability of employers and nonemployer contributing entities for benefits provided through the
pension plan (the net pension liability), about which information is required to
be presented. This statement also details the note disclosure requirements for
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defined contribution pension plans administered through trusts that meet the
identified criteria.

On the Horizon
.172 Auditors should keep abreast of accounting developments and upcoming guidance that may affect their engagements. The following sections
present brief information about some ongoing projects that have particular
significance to state and local governments. Remember that exposure drafts
are nonauthoritative and cannot be used as a basis for changing existing
standards.
.173 Information on, and copies of, outstanding exposure drafts may be obtained from the various standard-setters' websites. These websites contain indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed in this alert. Readers should refer to the Audit Risk Alert General
Accounting and Auditing Developments—2012/13 (product nos. ARAGEN12P,
ARAGEN12E, or WGE-XX) for further information.
.174 The following table lists the various standard-setting bodies' websites
through which information may be obtained on outstanding exposure drafts,
including downloading exposure drafts. These websites contain in-depth information about proposed standards and other projects in the pipeline. Many
more accounting and auditing projects exist in addition to those discussed here.
Readers should refer to information provided by the various standard-setting
bodies for further information.
Standard-Setting Body

Website

AICPA Auditing Standards Board

www.aicpa.org/Research/Standards/
AuditAttest/ASB/Pages/Auditing
StandardsBoard.aspx

Financial Accounting Standards
Board

www.fasb.org

Governmental Accounting
Standards Board

www.gasb.org

Professional Ethics Executive
Committee

www.aicpa.org/InterestAreas/
ProfessionalEthics/Pages/
ProfessionalEthics.aspx

Securities and Exchange
Commission

www.sec.gov

Accounting Pipeline
Current GASB Projects
.175 GASB currently has a variety of project in process, including the
following:

r
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r

r

r

r

addressed in two subprojects. One objective is to develop recognition criteria for whether information should be reported in
state and local governmental financial statements and when that
information should be reported. Another objective is to consider
the measurement approach or measurement approaches (for example, initial amounts or remeasured amounts) that conceptually should be used in governmental financial statements. This
project ultimately will lead to a concepts statement on recognition of elements of financial statements and a concepts statement on measurement approaches. An exposure draft document
on measurement approaches is expected to be issued for public comment in mid-2013, and an exposure draft document on
recognition is expected to be issued for public comment in early
2014.
Economic Condition Reporting: Financial Projections. The objective of this project is to consider whether guidance or guidelines
should be provided for additional information about economic condition, particularly financial projections, as part of general purpose external financial reporting. This project also will include
consideration of the information users identified as necessary to
assess the risks associated with a government's intergovernmental financial dependencies. Deliberations on this project have been
placed on hold.
Fair Value Measurement and Application. The objective of this
project is to review and consider alternatives for the further development of the definition of fair value, the methods used to
measure fair value, the applicability of fair value guidance to investments and other items currently reported at fair value, and
potential disclosures about fair value measurements. An exposure draft document on measurement approaches is expected to
be issued for public comment in mid-2013.
GAAP Hierarchy. This project considers possible modifications to
the GAAP hierarchy, as set forth in GASB Statement No. 55, The
Hierarchy of Generally Accepted Accounting Principles for State
and Local Governments. It reexamines the hierarchy levels to assess whether the standard-setting process and the governmental
financial reporting environment have sufficiently evolved since
the establishment of the original hierarchy by the AICPA in 1992
to warrant reconsideration or reconfiguration of certain aspects of
the structure. An exposure draft document of the proposed statement is expected to be issued in December 2013.
Other Postemployment Benefit Accounting and Financial Reporting. GASB will consider the possibility of improvements to the existing standards of accounting and financial reporting for OPEB—
by state and local governmental employers and by the trustees,
administrators, or sponsors of OPEB plans. One objective of this
project is to improve accountability and the transparency of financial reporting in regard to the financial effects of employers'
commitments and actions related to OPEB. Another objective of
this project is to improve the usefulness of information for decisions or judgments of the various users of the general-purpose
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external financial reports of governmental employers and OPEB
plans. This project also will address accounting and financial reporting for postemployment benefits that are not provided through
a qualified trust (as defined in paragraph 4 of GASB Statement
No. 68). Exposure draft documents on employer and plan OPEB
accounting and financial reporting issues are expected to be issued
in April 2014.

Comprehensive Implementation Guide Update
.176 In October 2012, GASB issued the 2012–2013 Comprehensive Implementation Guide. GASB publishes an annual update to this guide, which consolidates and updates previously issued guides for subsequently issued standards
and provides current guidance on standards for which no stand-alone guides
have been published.
Help Desk—The Comprehensive Implementation Guide can be ordered
through GASB's order department at 800.748.0659 or via its website at
www.gasb.org.

Recent Auditing Pronouncements
.177 AICPA auditing and attestation standards are applicable only to audits and attestation engagements of nonissuers, which for the purpose of this
alert includes state and local governments. The Public Company Accounting
Oversight Board (PCAOB) establishes auditing and attestation standards for
audits of issuers. For information on pronouncements issued subsequent to the
writing of this alert, please refer to the AICPA website at www.aicpa.org, the
GASB website at www.gasb.org, the FASB website at www.fasb.org, and the
PCAOB website at www.pcaob.org. You also may look for announcements of
newly issued accounting standards in the CPA Letter and the Journal of Accountancy.

r

r
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SAS No. 127, issued in January 2013, amended AU-C sections
600 and 800. The amendment to AU-C sections 600 addresses
circumstances in which the auditor of the group financial statements may make reference to the audit of a component auditor.
The amendment to AU-C section 800 adds an other basis of accounting as a special purpose framework. The amendments are
effective for audits of financial statements for periods ending on
or after December 15, 2012.
SAS No. 126, issued in July 2012, addresses the auditor's responsibilities in an audit of financial statements with respect to
evaluating whether there is substantial doubt about the entity's
ability to continue as a going concern. This SAS applies to all
audits of financial statements regardless of whether the financial
statements are prepared in accordance with a general purpose or
a special purpose framework. This SAS does not apply to an audit
of financial statements based on the assumption of liquidation (for
example, when [a] an entity is in the process of liquidation, [b] the
owners have decided to commence dissolution or liquidation, or [c]
legal proceedings, including bankruptcy, have reached a point at
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which dissolution or liquidation is probable). SAS No. 126 is effective for audits of financial statements for periods ending on or
after December 15, 2012.

Recent AICPA Independence and Ethics Developments
.178 The Audit Risk Alert Independence and Ethics Developments—
2012/13 (product nos. ARAIET12P, ARAIET12E, or WIA-XX) contains a complete update on new independence and ethics pronouncements. This alert will
heighten your awareness of independence and ethics matters likely to affect
your practice. Obtain this alert by calling the AICPA at 888.777.7077 or visiting
www.cpa2biz.com.

Nonattest Services
.179 Several changes to Interpretation No. 101-3, "Nonattest Services,"
under Rule 101, Independence (AICPA, Professional Standards, ET sec. 101
par. .05), were made effective August 31, 2012. The AICPA Professional Ethics
Executive Committee (PEEC) believes these revisions will add clarity to the
nonattest services guidance and enhance practitioners' understanding of the
interpretation's requirements. Changes adopted affecting nonattest services
included the following:

r
r
r
r

Providing a limited exception to the period of impairment
Clarifying language regarding the general requirements for performing nonattest services, including enhanced definitions of
management responsibilities
Defining activities related to attest services and, therefore, not
constituting a nonattest service subject to Interpretation No.
101-3
Technical corrections to compliance requirements with independence regulations of certain regulatory bodies

.180 More detailed information on each of the changes follows.

Period of Impairment—Limited Exception When Performing
Nonattest Services
.181 Interpretation No. 101-3 states that members performing attestation
services must remain independent during the period covered by the financial
statements and the period of the professional engagement. This interpretation
was modified to provide a limited exception if prohibited services were performed during the period covered by the financial statements, provided that
the nonattest services were provided prior to the period of the professional
engagement; the nonattest services related only to periods prior to the period
covered by the financial statements; and the financial statements for the period
to which the nonattest services relate were audited by another firm (or in the
case of a review engagement, reviewed by another firm).

Management’s Responsibilities When Performing Nonattest Services
.182 The term management responsibilities replaces the term management functions. PEEC believes that the term management responsibilities will
better help members distinguish between management responsibilities and
other types of services. In addition, this change converges terms used by other
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standard-setting bodies. A member assuming management responsibilities for
an attest client would create a management participation threat so significant
that no safeguards could reduce the threat to an acceptable level and, therefore,
would impair independence. The interpretation adds explanatory language on
what constitutes management responsibilities, which are defined as involving
leading and directing an entity, including making significant decisions regarding the acquisition, deployment, and control of human, financial, physical, and
intangible resources.
.183 Examples of activities that would be considered a management responsibility and would impair independence if performed for an attest client
include

r
r
r
r
r
r
r
r
r
r
r
r

setting policies or strategic direction for the client.
directing or accepting responsibility for the actions of the client's
employees, except to the extent permitted when using internal auditors to provide assistance for services performed under auditing
or attestation standards.
authorizing, executing, or consummating a transaction or otherwise exercising authority on behalf of a client or having the
authority to do so.
preparing source documents, in electronic or other form, evidencing the occurrence of a transaction.
having custody of client assets.
deciding which recommendations of the member or other third
parties to implement or prioritize.
reporting to those in charge of governance on behalf of management.
serving as a client's stock transfer or escrow agent, registrar, general counsel, or its equivalent.
accepting responsibility for the management of a client's project.
accepting responsibility for the preparation and fair presentation
of the client's financial statements in accordance with the applicable financial reporting framework.
accepting responsibility for designing, implementing, or maintaining internal controls.
performing ongoing evaluations of the client's internal control as
part of its monitoring activities.

.184 Additional examples of nonattest services when independence would
not be impaired were added for performance of reconciliations and network
maintenance services.
.185 Members are cautioned that regulatory bodies, such as the SEC and
GAO, may have different requirements and, therefore, should be consulted
when performing attestation work under those standards.

Activities Not Considered Nonattest Service Because the Activities Are
Considered to Be Related to Attest Services
.186 The PEEC also clarified that when performing attest services, members often have communications with the client that are a routine part of the
engagement and, therefore, are not considered nonattest services and subject
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to the general requirements of Interpretation No. 101-3. Such communications
may include the following:

r
r
r
r

Client's selection and application of accounting standards or policies and financial statement disclosure requirements
Appropriateness of a client's methods used in determining the
accounting and financial reporting
Adjusting journal entries that the member prepared or proposed
for the client's consideration
The form or content of the financial statements

Engagements Subject to Independence Rules of Certain
Regulatory Bodies
.187 Changes to Interpretation No. 101-3 added the PCAOB as an example authoritative regulatory body for which compliance is required when
performing nonattest services for a client for which independence is required
under regulations of the regulatory body.

Resource Central
.188 The following are various resources that practitioners engaged in the
state and local government industry may find beneficial.

Publications
.189 Practitioners may find the following publications useful. Choose the
format best for you—print, ebook, or online.

r
r
r
r
r
r
r

Audit and Accounting Guide State and Local Governments (2013)
(product nos. AAGSLG13P [paperback], AAGSLG13E [ebook], or
WGG-XX [online with the associated audit risk alert])
Checklists and Illustrative Financial Statements State and Local
Governments (product nos. ACKSLG13P [paperback] or WSG-CL
[online])
Audit Guide Government Auditing Standards and Circular A133 Audits (2013) (product nos. AAGGAS13P [paperback], AAGGAS13E [ebook], or WRF-XX [online with the associated audit
risk alert])
Audit Risk Alert Government Auditing Standards and Circular
A-133 Developments (product nos. ARAGAS13P [paperback] or
ARAGAS13E [ebook])
Audit and Accounting Practice Aid Applying OCBOA in State and
Local Governmental Financial Statements (2012) (product nos.
APAOCBO12P [paperback], APAOCBO12E[ebook], or APAOCBOO[online])
Audit and Accounting Guide Health Care Entities (2012) (product
nos. AAGHCO12P [paperback], AAGHCO12E [ebook], or WHCXX [online with the associated audit risk alert])
Audit Risk Alert Health Care Industry Developments (product nos.
ARAHCO12P [paperback] or ARAHCO12E [ebook])
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Audit and Accounting Guide Gaming (2012) (product nos.
AAGGAM12P [paperback], AAGGAM12E [ebook], or WCA-XX
[online])
Practice Aid 2011 Yellow Book Independence—Non-Audit Services
Documentation (product no. APAYBI12D [online])
Guide to Fraud in Governmental and Not-for-Profit Environments,
Revised Edition (product no. 091032 [paperback])
Practice Aid Documenting and Testing Compliance and Internal Control Over Compliance in a Single Audit (product no.
006662PDF)
Audit Guide Audit Sampling (2012) (product nos. AAGSAM12P
[paperback], AAGSAM12E [ebook], or WAS-XX [online])

Continuing Professional Education
.190 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and industry, including the following specifically related to state and local governments:

r
r

r

r

r

r
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Foundations in Governmental Accounting (product no. 731649).
This course features the fundamental tenets of governmental accounting and reporting in today's environment. Learn more than
the buzz words—learn the underlying concepts and how they are
applied.
Governmental Accounting and Auditing Update (2012/2013 Edition) (product nos. 731939 [text], 156546 [on-demand], or 181941
[DVD]). This timely, up-to-the-minute course is designed to provide you with a comprehensive understanding of new developments, so you can provide better services to both clients and the
public.
Governmental Accounting and Reporting: Putting It All Together
(product no. 732807 [text]). This course provides practical guidance regarding the accounting and reporting issues for state and
local governments. It will also examine how to prepare the financial statements at the fund level and convert them to governmentwide statements.
Advanced Auditing of HUD-Assisted Projects (product no. 730204
[text]). This course offers insights into compliance pitfalls for
housing owners and managers assisted by the Department of
Housing and Urban Development (HUD), details how you can
take advantage of new possibilities, and includes coverage of the
Consolidated Audit Guide for Audits of HUD Programs.
Frequent Frauds Found in Governments (product no. 734314
[text]). Through an informative case study approach, this course
illustrates common frauds that make headlines and damage the
reputations of governments. Rather than speaking generically
about fraud, this course analyzes several common frauds that
occur in the governmental sector.
Now I See! Comprehending OMB A-133 (product no. 730936
[text]). Do your audit staff members really comprehend why and
what they are doing when performing Office of Management and
Budget (OMB) Circular A-133 audits? Elevate the proficiency
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and efficiency of your audit staff members by providing the core
training they need to perform OMB A-133 audits. For more experienced auditors, this course can also serve as an excellent refresher
of the key components to A-133 auditing.
The 2011 Yellow Book: Government Auditing Standards (product
no. 736122 [text]). The objectives of this course are to enable users
to readily understand the key changes planned in the 2011 Yellow
Book related to financial audits and understand the Yellow Book
requirements related to CPE, independence, and peer review.
Applying A-133 to Nonprofit and Government Organizations
(product no. 730915 [text]). The objectives of this course are to
enable users to apply the audit requirements of OMB Circular
A-133 and to understand the relationship of these requirements
to GAAS, Government Auditing Standards, and the Single Audit
Act Amendments.
Studies on Single Audit and Yellow Book Deficiencies (product
no. 733036 [text]). This course provides an informative look at
avoiding some of the more common problems found in Yellow
Book and A-133 engagements.

.191 Visit www.cpa2biz.com for a complete list of CPE courses.

Online CPE
.192 AICPA CPExpress, offered exclusively through CPA2Biz, is the
AICPA's flagship online learning product. Divided into 1-credit and 2-credit
courses that are available 24 hours a day, 7 days a week, AICPA CPExpress offers hundreds of hours of learning in a wide variety of topics. Subscriptions
are available at www.cpa2biz.com/AST/AICPA CPA2BIZ Pages/C2BOnline
SubscriptionsPage/Section2/PRDOVR∼PC-BYF-XX/PC-BYF-XX.jsp (product
no. BYF-XX). Some topics of special interest to state and local governments
include the following:

r
r
r
r
r
r

Single audits
Yellow Book requirements
Accounting requirements for governments and nonprofit organizations
Audit and accounting annual and quarterly updates on recent
developments
HUD-assisted projects
Fraud detection and prevention

.193 To register for individual courses or to learn more, visit
www.cpa2biz.com.

Webcasts
.194 Stay plugged in to what is happening and earn CPE credit right
from your desktop. AICPA webcasts are high-quality CPE programs that
bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion. If you cannot make the live event, each webcast is archived and available for viewing. For additional details on available webcasts, please visit
www.cpa2biz.com/AST/AICPA CPA2BIZ Browse/Store/Webcasts.jsp.
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Member Service Center
.195 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.

Hotlines
Accounting and Auditing Technical Hotline
.196 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. The hotline is available from
9 a.m. to 8 p.m. ET on weekdays. You can reach the Technical Hotline at
877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline. Members
can also e-mail questions to aahotline@aicpa.org. Additionally, members can
submit questions by completing a Technical Inquiry form found on the same
website.

Ethics Hotline
.197 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.

AICPA Online Professional Library: Accounting
and Auditing Literature
.198 The AICPA has created your core accounting and auditing library
online. The AICPA Online Professional Library is now customizable to suit
your preferences or your firm's needs. You can also sign up for access to the
entire library. Get access—anytime, anywhere—to the FASB Accounting Standards Codification,TM the AICPA's latest Professional Standards, Technical
Practice Aids, Audit and Accounting Guides, Audit Risk Alerts, Accounting
Trends & Techniques, and more. To subscribe to this essential online service
for accounting professionals, visit www.cpa2biz.com.

Codified Clarity Standards
.199 The best way to obtain the codified clarity standards is with a subscription to AICPA Professional Standards in the AICPA Online Professional
Library. Although the individual SASs are available in paperback, this online
codified resource is what you need to update your firm audit methodology
and begin understanding how clarity standards change certain ways you
perform your audits. Visit www.cpa2biz.com/AST/AICPA CPA2BIZ Specials/
MostPopularProductGroups/AICPAResourceOnline/PRD∼PC-005102/PC005102.jsp for online access to AICPA Professional Standards.
.200 You can also get the clarified standards in paperback format. Codification of Statements on Auditing Standards is published each spring and includes the clarified auditing standards and the attestation standards. AICPA
Professional Standards, which has the full complement of AICPA standards,
is published each summer.
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.201 The codification of clarified standards includes various resources:

r
r
r
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A preface, "Principles Underlying the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards"
A glossary of terms defined in the standards
Appendixes describing the differences between GAAS and the
ISAs
A table mapping the extant AU sections to the clarified AU
sections

Financial Reporting Center of AICPA.org
.202 CPAs face unprecedented changes in financial reporting. As such,
the AICPA has created the Financial Reporting Center to support you in the
execution of high-quality financial reporting. This center provides exclusive
member-only resources for the entire financial reporting process and can be
accessed at www.aicpa.org/FRC.
.203 The Financial Reporting Center provides timely and relevant news,
guidance, and examples supporting the financial reporting process. You will
find resources for accounting, preparing financial statements, and performing
various types of engagements, including compilation and review, audit and
attest, and assurance and advisory.
.204 For example, the Financial Reporting Center offers a dedicated section to the Clarity Project. For the latest resources available to help you implement the clarified standards, visit the "Improving the Clarity of Auditing
Standards" page at www.aicpa.org/SASClarity.

Industry Conferences
.205 The AICPA National Governmental Accounting and Auditing Update Conference (GAAC) EAST is held in late summer (August 12–13, 2013)
in Washington, D.C., and its counterpart, GAAC WEST, takes place in Las
Vegas, Nevada, in early fall (September 16–17, 2013). These conferences are
designed for CPAs working in federal, state, and local government; public practitioners with government auditees; and regulators who need to be aware
of emerging developments. These CPAs should attend one of these conferences to remain current on the issues. Attending one of these conferences is
a great way to receive timely guidance, along with practical advice on how
to handle new legislation and standards, from key government officials and
representatives of the accounting profession, including the standard setters
themselves.
.206 The AICPA National Governmental and Not-for-Profit Training Program is scheduled to be held October 21–23, 2013, in Orlando, Florida. Obtain
the most up-to-date coverage on current and emerging issues and topics. Standard setters and industry leaders discuss a broad range of topics, including
developments in governmental accounting and auditing; advances in financial
statement reporting and the latest in proposed regulations; future issues affecting NFP organizations; and laws on the local, state, and federal government
levels.
.207 The AICPA National Healthcare Industry Conference is scheduled to
be held November 14–15, 2013, in New Orleans, Louisiana. This conference is
an unparalleled opportunity to gain the information and techniques you need
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to know to stay on top of trends to benefit your practice and client offerings.
With access to some of the nation's top health care specialists, you will get
up-to-the-minute information on the latest developments in healthcare issues.
Leading healthcare experts will cover the most important accounting, auditing, legislative, regulatory, legal, tax, valuation, and operational issues in the
industry. With panel discussions, Q&As, and interactive sessions, it is your opportunity to be invigorated with new thinking and cutting-edge strategies and
to come away with valuable insights and tools you can implement immediately.

AICPA Government Audit Quality Center
.208 The Government Audit Quality Center (GAQC) is a voluntary membership center for CPA firms and state audit organizations that is designed
to improve the quality and value of governmental audits. For purposes of the
GAQC, governmental audits are performed under Government Auditing Standards and are audits and attestation engagements of federal, state, or local
governments; NFP organizations; and certain for-profit organizations, such as
housing projects and colleges and universities that participate in governmental programs or receive governmental financial assistance. The GAQC keeps
members informed about the latest developments and provides them with tools
and information to help them better manage their audit practice. CPA firms
and state audit organizations that join demonstrate their commitment to audit
quality by agreeing to adhere to certain membership requirements.
.209 The GAQC has been in existence since September 2004. Since its
launch, center membership has grown to 20 state audit organizations and almost 1,800 firms from 50 states, the District of Columbia, Puerto Rico, and
the U.S. Virgin Islands. The CPA firm portion of the GAQC membership accounts for approximately 91 percent of the total federal expenditures covered
in single audits performed by CPA firms in the Federal Audit Clearinghouse
database (http://harvester.census.gov/sac/) for the year 2010 (the latest year
with complete submission data).
.210 The GAQC's focus is to promote the highest quality audits and save
members time by providing a centralized place to find information that they
need, when they need it, to maximize quality and practice success. Center
resources and benefits include the following:

r
r
r
r
r
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E-mail alerts with the latest audit and regulatory developments,
including information on the revisions relating to Circular A-133
as set forth by the OMB
Exclusive webcasts and webinars on compliance auditing and
timely topics relevant to governmental and NFP financial statement audits (optional CPE is available for a small fee, and events
are archived online)
Dedicated GAQC website at www.aicpa.org/GAQC with resources,
community, events, products, and a complete listing of GAQC
member firms in each state
An Auditee Resource Center containing practice aids and other resources to keep auditees well informed about audit requirements
and other issues related to their audits
Single audit practice aids and tools are available via the GAQC
website

r
r
r
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Online member discussion forums for sharing best practices and
discussing issues that members are facing
Advocacy regarding issues related to the audit and regulatory
environment facing auditors
Savings on professional liability insurance

.211 While some of the GAQC's resources are available only to members,
other resources are available to the public and can be accessed from the GAQC
website. For more information about the GAQC, visit www.aicpa.org/GAQC.
Help Desk—With all the quality issues being noted in governmental audits
(see further discussion in the "Economic and Industry Developments" and
"Audit Issues and Developments" sections of this alert), your CPA firm or
state audit organization should consider joining the GAQC. To enroll or learn
more about the GAQC, including details on the membership requirements
and fees for membership, go to www.aicpa.org/GAQC or e-mail GAQC staff
at GAQC@aicpa.org.

AICPA Industry Expert Panel—State and Local Governments
.212 For information about the activities of the AICPA State and Local
Governments Industry Expert Panel, visit the panel's webpage at www.aicpa
.org/InterestAreas/FRC/IndustryInsights/Pages/Expert Panel State and
Local Governments.aspx.

Industry Websites
.213 The Internet covers a vast amount of information that may be valuable to auditors of state and local governmental entities, including current
industry trends and developments. Some of the more relevant sites for auditors with state and local governmental clients include those shown in the
following table:
Organization

Website

AICPA Government Audit Quality Center

www.aicpa.org/gaqc

Association of Government Accountants

www.agacgfm.org

Association of Local Government Auditors

www.governmentauditors.org

Catalog of Federal Domestic Assistance

www.cfda.gov

Federal Audit Clearinghouse

http://harvester.census.gov/sac

Financial Accounting Standards Board

www.fasb.org

Government Accountability Office

www.gao.gov

Governmental Accounting Standards
Board

www.gasb.org

Government Auditing Standards (Yellow
Book)

www.gao.gov/yellowbook

(continued)
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Organization

Website

Government Finance Officers Association

www.gfoa.org

National Association of State Auditors,
Comptrollers and Treasurers

www.nasact.org

Offices of Inspectors General

www.ignet.gov

Office of Management and Budget

www.whitehouse.gov/OMB
www.whitehouse.gov/omb/
recovery default

Securities and Exchange Commission
information for municipal markets

www.sec.gov/info/municipal
.shtml

.214 The state and local government practices of some of the larger CPA
firms also may contain industry-specific auditing and accounting information
that is helpful to auditors.

ARA-SLG .214

